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Preface 


Dear Students, 


VVelcome to challenging and mostly exciting 
vvorld of macroeconomics...lt is a social 
science aiming to express hovv the economy 
operates as a vvhole. To realize its importance 
in our lives, it is often sufficient to read 
a nevvspaper or vvatch TV nevvs. VVritten 
and mass media bring up macroeconomics 
related developments to the agenda every 
day. Assessments on interest rate, foreign 
exchange rate, inflation, economic grovvth, 
unemployment rate, budget deficit, current 
account deficit and many others are accepted 
as ordinary concepts even by men/vvomen 
in the street and everyone tries to shovv 
that he/she has an opinion on these topics. 
NMacroeconomic developments closely affect 
our daily lives and decisions related to future. 
A firm manager should consider the grovvth 
rate of consumer income to estimate the next 
year:s sales, a public officer vvith a fixed income 
seeks out the vvay to maintain the current life 
standard in response to increasing prices, an 
unemployed person expects a recovery in the 
economy to find a proper İob. All of these 
problems are related vvith macroeconomic 
developments in an economy. 


İn order to understand modern-day?s social 
and political issues, economics knovvledge is 
needed, even if in a minimum level, because 
every decisive event of our lives absolutely 
carries an economic aspect. Macroeconomics 
as a science primarily defines hundreds of 
concepts such as unemployment, inflation, 
economic stagnation, balance of payments 
and monetary policy among others, explains 
hovv problems vvith these concepts emerge, 
predicts under vvith circumstances these 
problems may reoccur in the future, and 
makes recommendations on vvhat measures 


should be taken. In this vvay, macroeconomics, 
İn contrast to microeconomics, exhibits an 
extremely strong dynamic structure. Althouqh 
it is still a science that can be reqarded as 
young, the development and transformation 
of macroeconomics both on theoretical and 
empirical grounds are stunning. 


Our fundamental aim in this book is to provide 
the student vvith basic macroeconomic 
perspective and to understand the 
relationships among basic macroeconomic 
variables. Therefore, this book has been 
vvritten vvith non-specialist student in mind. 
İt particularly addresses the needs of students 
studying themselves. The topics have been 
clearly organized and dealt vvith in a very 
concise vvay to provide students of business 
and economics vvith a practical understandinq 
of the issues discussed. A deliberate effort 
has therefore been made to keep matters as 
simple as possible, so that macroeconomic 
concepts and relations stand out clearly. 


İntroduction to Economics 11 book is a product 
that has emerged as a result of long-lasting 
vvorks of a vvide team. In this process, 1 vvould 
like to thank our esteemed vvriters for their 
valuable contributions, nondecremental 
interest and limitless understanding. AlI 
the staff vvho contribute to reaching the 
book to this stage deserve the same level of 
appreciation. 


VVith the hope that it vvill be helpful for all of 
our students... 


lanuary 2018, Eskişehir 


Editor 
Prof.Dr. İlyas ŞIKLAR 


Learning Outcomes 


Chapter 1 


of macroeconomics and the scope of 


İ Explain the main factors led to development 
macroeconomics, 


Explain main players and their roles in an 
economy from a macroeconomic perspective, 


Explain the effects of price changes on the 
value production and hovv to eliminate them, 


Chapter Outline 


İntiroduction 


Birth of Macroeconomics and its Field of 
İnterest 


Government and Macro Economy 
Basic Components of Macroeconomics 
National Income Accounting 

Price Changes and GDP 

Limitations of GDP Usage 


Basic Concepts and National 
İncome Accounting 


İ After completing this chapter, you vvill be able to, 


policies and macroeconomic performance, 


İ ? Explain the relations betvveen government 


Define GDP concept developed in order 
to determine the total value of goods and 
services produced in an economy and to 
explain its calculation methods, 


Explain the deficiencies of currently used 
methods to measure the production value. 


Key Terms 
Great Depression 
Unemployment 
İnflation 
Total Production 
Cyclical Flovv 
Gross Domestic Product 
Total Expenditures 
National Income 
Disposable Income 
Real Gross Domestic Product 
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INTRODUCTION 


VVith the introduction of this chapter you 
are starting to İearn macroeconomics. After 
completing the contents of this book you vvill be 
able to ansvver follovving type of questions: VVhy 
does total production in the economy sometimes 
unintendedly reduce or sometimes increase rapidİy 
more than desired? VVhy is it sometimes difficult 
to find a iob in the economy? VVhy do prices 
continuousİy increase? VVhat does government 
do to solve these type of problems? All of these 
questions are about macroeconomics. You vvill 
be able to better understand macroeconomic 
events you encounter every day and to evaluate 
the economic policy changes caused by these 
events easier via vvhat you İearn from the 
beginning of this chapter and the lİater ones. 
In the first chapter of İntroduction to Economics 
I book you have learned the distinction betvveen 
micro and macroeconomics. If you remember, 
microeconomics analyses hovv a market for a single 
good operates and hovv individual decision makers 
(households and businesses) behave. Some practical 
conclusions like hovv markets operate, hovv scare 
resources are allocated among alternatives had been 
obtained by making assumptions about behaviors 
of these economic decision mahkers. Contrary to 
microeconomics, in macroeconomics vve think 
big. VVe consider, in macroeconomics, not only 
the suppİy of and demand for bread in a particular 
market, but the supply ofand demand for all goods 
and services produced in the economy: not only the 
price ofbread but the average price ofall products in 
the economy: not onİy the consumption ofa single 
person or family, but the overall consumption of 
all the people or families in the economy: not only 
the investment of a single automobile factory, but 
investments of all businesses in the economy as 
a vvhole, Macroeconomics is not only interested 
in the determinants of these large scale variables, 
but also mutual relationships among them and 
the meaning of changes they display in time. 
In other vvords, macroeconomic analysis deals 
vvith hovv macro variables of a national economy 
affect each other and hovv they are determined 
vvhen the economy tends to achieve equilibrium. 
"The equilibrium mentioned here is naturally not 
regarded as the only one goods market, rather vvith 
the national economy as a vrhole. 


BIRTH OF MACROECONOMICS 
AND ITS FIELD OF INTEREST 


Economists started to discuss the topics about 
macroeconomics as a result of economic events 
during Great Depression in 1930s. İt is possible 
to say that there vvere no big problems in vvorİd 
economy until 1920s. During this period, people 
could easily find a ?ob, earnings significantly 
increased and prices vvere relatively stable. But by 
the end of 1929, things suddenly started to go 
vvrong. For example, in the USA in 1929, there 
vvere 1.5 million unemployed people, but in 
1933, the figure folded ten times and reached 15 
million unemployed people. On the other hand, 
vvhile the US economy vvas producing goods and 
services vvorth of 103 billion dollars in 1929, the 
figure decreased 55 billion dollars in 1933. As a 
result of stock market crash in October 1929, 
individual vvealth of billions of dollars vvere İost. 


Great Depression is the period started in 
1929 and lasted through 1930s in vvhich a 


huge economic contraction and very high 


level of unemployment vvere experienced. 


The Birth of Macroeconomics 
Concept 


In the period before the Great Depression, 
economists vvere using microeconomic models 
(sometimes called as classic models) vvhile revievving 
large-scale economic issues, “Macroeconomics” 
vvas even not a term used until the period after 
VVorld VVar İL For example, according to classical 
supply and demand analysis, it is considered 
that if there is an unemployment problem in 
the economy, excessive supply of labor decreases 
vvages and generates a nevv equilibrium point and 
therefore there vvill be no unemployment period 
for a long time. But, during 10 years of Great 
Depression, unemployment İevels vvere extremely 
high and the inadequacy of classical models to 
explain that much İasting unemployment period 
led to the development of macroeconomics. 
One of the most important studies of economic 
history is Gereral Theory of Employment, İnterest andl 
Money vvritten by lohn Maynard Keynes in 1936. 
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Keynes has developed an economic theory for explaining complex 
economic events by using the information about markets and behaviors 
in these markets. Therefore, the origins of macroeconomics are vvidely 
based on Keynes” book and theoretical breakthrough attributed to 
him is often called as the “Keynesian Revolution”. Keynes refused 
the idea that the employment vvas determined by prices and vvages as 
put forvvard by classical models and developed the opinion that the 
aggregate demand for goods and services produced in the economy vvas 
the main factor determining the employment. Keynes vvas arguing that 
the government may interfere to the economy vvith various policies, thus 
may affect production and employment volume. This opinion can be 
considered totally opposite to the philosophy of classical models vvhich 
is summed up vvith the motto in French /zösez /z?re, İzissez passer (let 


Picture 1.1 1.Maynard Keynes 
(4883-1946) 


them go, let them pass). Keynes” approach can be summarized as follovvs: VVhen private sectors spending 
is insufficient, in order to prevent a reduction in output and employment, government should intervene to 
economy by supporting the aggregate demand (i.e., total spending). Keynes” approach can be summarized 
that the state needs to interfere in economy by means of supporting to prevent the decrease of production 
and employment in a period of inadequacy of special sector demands.Keynes” vievvs vvere increasingly 
supported after VVorld VVar IL especially in 1950s by both economists and government officials. In this 
period the idea that government can use tools like taxes and spending to achieve targets such as smoothing 
the fluctuations in production and employment, realizing a stable grovvth in production and employment 
became increasingly vvidespread. Thus, macroeconomics became a nevv issue vvith its topics, concepts and 


analyzing methodology differing from microeconomics. 


4 
your turn 


The photo taken during the Great 
Depression depicts the avvful concdlusion of 
economic crises: Desperationl A hopeless 
family decides to sell her children at the 
end. Considering the basic features of Great 
Depression as summarized above, vvhat is 
your opinion about vvhy it took a long time 
to escape from economic recession. 


Basic Concerns of Macroeconomics 


4 CHILDREN 
FOR ŞALE 


NoMiSE VATHIN 


"There are three basic indicators related to health ofan economy, thus vvithin the field of macroeconomics: 
Unemployment rate, inflation rate and output grovvth rate. Fach government should vvatch these indicators 
carefully. On the other hand, since these indicators closely affect our daily life, a large part of the society 


cares about them and also policies affecting them, especially 

4“ important the ones for controlling the unemployment and inflation rates 

ə at reasonable levels and enhancing the volume of production. 

Almost all macroeconomic events are in Hovvever, vvhile lovver unemployment, İovver inflation and 
a mutual relationship vvith each other. rapid production grovvth rates are clear targets, it is not alvvays 
An improvement in one of these events possible to achieve them at the same time. VVhile trying to learn 


may cause a vvorsening of the other. macroeconomics you should alvvays keep a reality in your mind: 
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For example, some economists argue that the 
only vvay to fight against inflation is to slovv dovvn 
production grovvth in economy and to increase the 
unemployment level in the economy. Therefore 
macroeconomics is a field containing many trade- 
ofis and vve vvill try to discuss these trade-ofiİs in 
later chapters of this book. 


Unemployment and Employment Level: The 
vvord “unemployment is one of the scary vvords in 
all languages. An unemployed person is dispirited, 
loses his/her prestige and status and even faces vvith 
the threat of his/her familys fragmentation. V/hen 
considered, all ofus vvill agree that any person having 
ability and desire to vvork should have a iob. But in 
economic context, this cannot be alvvays possible. 

Employment is being hired the people deciding 
to vvork and earn income in order to benefit their 
labor services. Here, the phrase “being hired” 
means vvorking not by force but rather vvillingly. 
In an economy, hired people and people actually 
seeking for a ?ob together constitute the total 
labor force. Another vvay to find out the İlabor 
force figure is to subtract the sum of people vvho 
are not vvilling to vvork for current vvage rate and 
are insufficient physically and mentally from the 
sum of population vvithin the range of vvorkable 
ages. Here, it is required to make a clear definition 
for unemployment. Can vve name the situation of 
people vvho are not vvilling to vvork for current vvage 
rate as unemployment İt is difficult to ansvver this 
question positively. Because in an economy, the 
term “unemployed” is used for the person vvho is 
vvilling and able to vvork, but not finding a fob even 
accepting the current vvage rate. 


Employment is to hire people having 


vvillingness to vvork and to obtain income. 


can partİy be temporary. "Therefore, the types 
of unemployment should be defined. "Types of 
unemployment can be categorized as, for example, 
partial and prevalent, temporary and permanent. 
The unemployment type having the İecast negative 
effect is frictional (incidental) unemployment 
vvhich is partial and temporary, and occurs vvhen 
changing location and occupation. Most typical 
temporary but vvidespread unemployment types 
are eyclical and seasonal unemployment. Cyclical 
unemployment is the unemployment caused by 
the recessions occasionally occurred in economic 
life. In agricultural countries, most common type 
is seasonal unemployment. "İyo unemployment 
types vvhich are partial but permanent are 
knovvn as regional or sectoral unemployment 
and technological unemployment. As becoming 
not favorable anymore, a region or a sector faces 
vvith a contraction in production, thus causes 
unemployment. Svvitching to a capital-intensive 
technique in a region vvhere a labor-intensive 
production method has been implemented for 
a long time makes the labor used unnecessary 
and this causes technological unemployment. 
Structural problems and İong lasting recessions 
cause both vvidespread and permanent types of 
unemployment. İn periods vvhen the economy 
vvith its vvhole sectors stays in a stagnation 
permanently, the structural unemployment 
occurs. VVhen a developed economy is in economic 
recession, various reasons may cause many people 
to lose their fobs and income. "This is the kind of 
unemployment as a result of permanent economic 
recession. 


Cyclical unemployment is the 
unemployment vvhich occurs during 
contraction of production volume 


experienced from time to time. 


Unemployment rate is the percentage of 


unemployed people in the total labor force. 


Ofcoursevvedonftargue thattheunemployment, 
regardless of its structure and reason, can be 
totally eliminated. For example, unemployment 


Structural unemployment is the 
unemployment vvhich occurs vvhen the 
overall economy vvith its all sectors stays in a 


recession continuously. 
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Apart from above mentioned unemploymenttypes, there isanother type called as hidden unemployment. 
If there is no contraction in production in a specific sector of the economy vvhen some of the employed 
vvorkers are laid off, it means these laid off vvorkers vvere hidden unemployed in that sector. İn most of 
the developing countries, hidden unemployment is highly common especially in agricultural production. 


Inflation: As vvidely seen in vvritten and visual media, 
everybody hasan idea about inflation more or less. İnflation 
Inflation is the continuous increases is the general increase in all prices in the economy. Hovvever, 
experienced in general price level, it is necessary to separate the increase of a single good” price 
from the increase of all goods” prices (general price level). As 
you remember from microeconomics, the price of a single 
good may change due to fluctuations of that goods suppliy and demand. İF there is an increase in a single 
good price, it is not correct to consider this as inflation. If the prices of most of the goods and services in 
an economy (namely average price level) increase, then inflation occurs. 


General price level theoretically indicates the 
vveighted average of all goods and services in an economy 
General price level is the index value vvithin a period of time. General price level is specified 
of vveighted average of goodS prices in a vvith an index. For this purpose, firstly any yearS price 
specified period of time. level is taken as a basis and indicated as 100. Then, 
subsequent years” levels are calculated according to 
this 100 value. Thus, price levels in various years are 
explained in terms of increases and decreases according to base years price level. Base year is not 
selected randomly, rather various economic, politic and social events are considered in selection. 
Inflation causes a decrease in the value of money. The value of a currency is measured vvith the amount of 
goods and services it can buy and the amount is specifted by the price of those goods and services. If prices 
increase, value of 1 TL vvill be less than the previous state. To understand this decrease, it may be useful to 
consider an environment called as hyperinflation in vvhich 
the price increases are extremely rapid. Hyperinflation 
periods are rare. For example, in hyperinflation period in 
Germany after VVorld VVar 1 betvveen 1921-1924, prices 
have increased 30 billion percent. Recently, in another 
hyperinflation period occurred in 1984, in Bolivia, the 
vveekly price increase has reached 300 percent. More recent example of hyperinflation comes from 
Zimbabvve, an African country, vvith a monthly price increase of 79.6 billion percent in 2008. Although 
these periods are rare, economists have been performed many studies for years to assess costs and results 
of inflation. In these studies the questions for vvhich ansvvers are searched include “VVho earns, vvho İloses 
from inflation?”, “VVhat are the burdens of inflation on a society?”, “VVhat are the reasons of inflation?” 
and “VVhat is the best vvay to stop inflation?”. 


Hyperinflation is the very rapid increase in 
overall prices. 


.. 
your turn 
14,0 


Revfevv the graph shovving the relation of inflation 7 
rate and unemployment rate by years in Turkey. 
According to this graphic, in the period of 2005 — 
2016, vhat kind of relation can you notice betvveen 80 
inflation and unemployment? VVhat can be the 
reason of this relation? 


10.0 


6,0 


40 —o— Unemployment Rate —— inflation Rate 
2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 
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Production Grovvth Rate: One of the basic 
indicators used in assessing the performance of 
an economy and the general economic conditions 
in a country is the countrys total production, 
more correctly the rate of change of this quantity 
according to the previous period. Total production 
is the total of all goods and services produced in an 
economy for a given period of time. The rise in the 
capacity of economy to produce goods and services 
is called as economic grovvth. On the other hand, 
economic grovvth can be defined as expansion of 
production possibilities of a country. İn this case, 
economic grovvth can be considered as outvvard shift 
of the country production possibilities frontier. 


Total production is the total quantity of 
goods and services produced in an economy 
in a specifled period of time. 


Economic grovvth is the increase in 


production capacity of an economy. 


“4 important 


Revlevv the first chapter 


of Introduction to 
Economics 1 book to 
remember “?proa/zction 
possibility frontier” 


concept. 


Asit means a general improvementfor a country s 
vvealth, economies are desired to grovv as much as 
possible. Hovvever, all countries face vvith short term 
performance fluctuations in the economy instead 
of realizing steady and rapid grovvth rates. İn other 
vvords, vvhile production capacity rises sometimes, 
at other times it decreases. These fluctuations in 
the form of rises and decreases in production are 
knovvn as business eycle. The periods in vvhich 
lesser goods and services are produced, in other 
vvords total production decreases, are named as 
contraction (recession) periods. As production 
slovvs dovvn in these periods, unemployment rises 


and thus, İlfe standard of citizens lovvers. On the 
other hand, periods in vvhich total production rises 
rapidly and more goods and services are produced 
in the economy are named as recovery periods. 
In these periods average life standard increases as 
production rises and unemployment decreases. 
Considering long term progress of total production, 
economies are in a trend of fluctuations as shovvn 
in Figure 1.1. Macroeconomics is about smoothing 
the fluctuations mentioned and hovv to rise grovvth 
rate of an economy in the long run. 


Business eycle is the short term fluctuations 


in production volume. 


Contraction is the period in vvhich total 
production decreases. 


Recovery is the period in vvhich total 


production increases. 


Annual Production 


Peak 


ı ı Through : 

7 : Contraction 
ı ı Recovery ı (Recession) 
i i Period i Period 


Time 


Figure 1.1 Business Cycle Fluctuations 


GOVERNMENT AND MACRO 
ECONOMY 


As you vvill see in next chapters of our book, 
most of macroeconomic discussions are about the 
governments role in affecting the economy. There 
are mainly three tools for the government to affect 
the macro economy: Fiscal policy, monetary policy 
and suppİy-side policies. 
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your turn 3 


Before reading the follovving THAT S THE 
. DİEFERENCE 
BETVVEEN 


section, create a İist to indicate 
your opinions about vvhat the ə MENT: 
governments goals should be INDIVIDUALS. 


in an economy. VVhile doing GOVERNMENTS 


that alvvays keep in mind . DON"T CARE, 


Mark “vains next placed SUDVTDo, 


quotatıon. .. -Mark Tuvain 


Fiscal Policy 


One of the governments tools to affect the economy is 
to collect taxes and to make expenditures, i.e. fiscal policy. 
A government collects taxes from households and businesses 7 Fiscal policy is the decisions related to taxes 
and uses these funds in a changing scale from producing 1 that government collects and expenditures 
vveapons to building parks, from paying pensions to ) that government makes. 
building highvvays. The scale and composition of these taxes 
and expenditures have a significant effect on the economy. 


As mentioned before, according to Keynes” basic opinion brought to agenda in 1930s, fiscal 
policy can be used to stabilize the fluctuations in production and employment. According to 
Keynes, government should decrease taxes and/or rise expenditures to avoid the economic recession 
(expansionary fiscal policy). On the contrary, in an inflationary period, government should rise 
the taxes and/or decrease expenditures to İovver the inflation rate (contractionary fiscal policy). 
VVe vvill see hovv this process vvill vvork and vvhat measures to be taken in Chapter 4 in detail. 


Monetary Policy 


Taxes and government spending are not the only tools that the government can conductş in addition 
to these tools, a government can affect the quantity of money in the economy via the central bank. 
One of the most discussed topics in macroeconomic theory is the role of monetary policy for ensuring 
economic stability and affecting the economic conditions. Hovvever, today many economists accept that 
the amount of money in an economy affects general price 
level, interest rate and exchange rate as vvell as its effects on 
Monetary policy is the measures that the unemployment and production. "The points discussed are 
central bank takes to control the quantity of 1 related vvith hovv the effects of monetary policy emerge and 
money in the economy. vvhat the magnitudes of these effects are. VVe vvill see the 
detailed explanation of monetary policy in Chapter 6. 


Supply Side Policies 


Some economists are in doubt about the governments 
efliciency on softening business eycle fluctuations via 
monetary and fiscal policies. According to these economists, 
government should concentrate on policies vvhich increase 
production and accelerate economic grovvth. One of the 
most important subiects that supply-side policies insist 


Suppİy side policies are the policies to 


increase production instead of increasing 


aggregate demand. 
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to accelerate economic grovvth rate is the tax 
system of the country. These economists state that 
tax system in a country should be reformed in a 
manner vvhich tax rates should have been reduced 
in order to encourage vvillingness to vvork, saving 
and investment. 


BASIC COMPONENTS OF 
MACROECONOMICS 


Macroeconomics focuses on behaviors of four 
groups in an economy: Z/ozseholds and Öusinesses 
(private sector), gozer?ement (public sector) and 
other countries (international sector). These four 
groups are in mutual relations vvith each other 


Export Export 


m... Good and Services Purhasing  -aşağ , 


Tax Payments 


in various vvays. Many of these relations include 
or at İeast are related vvith obtaining income and 
making expenditure. "he easiest vvay to see these 
mutual economic relations among four units in 
macroeconomics is to prepare a circular flovv 
diagram shovving earnings and expenditures of 
these units. VVithin this context, Figure 1.2 shovvs 
a simple circular flovv diagram. 


Circular flovv diagram is the diagram vvhich 


shovvs expenditures made and earnings 
obtained by each sector of the economy. 


İmport İmport 


Tax Payments 


maxıaxxımum), 


VVage, Interest, Transfer 
Payments 


Goods and Services Purchasing 


VVage, Interest, Profit and Rent Payments 


Figure 1.2 Circular Flovv of Goods and Services 


Novv lets revievv this circular flovv diagram step by step. Households vvork for businesses and government, 
and in turn, earn vvages. These vvages are not the only revenue vvhich households can earn from businesses 
and government. İn addition to vvages, households can earn interest, dividend and rent income from 
businesses as vvell, On the other hand, households can 


earn income in the form of interest and transfer payment 
from government. Households spend their earnings for 
goods and services produced by businesses and pay taxes. 
Businesses obtain income by selling goods and services to 
households and government and spend their income by 
paying vvage, interest and dividend to households and taxes 


Transfer payments are the payments that 
government and firms make to households 
vvithout having in return for good, service 
or labor. 


to government. Similarly, government obtains income by 

collecting taxes from businesses and households and spends it by purchasing goods and services from 
businesses, making vvage, interest and transfer payments to households. Finally, vvhile households spend 
their earnings partially to buy goods and services produced by other countries (import expenditures), 
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households of other countries buy göods and 
services produced by domestic businesses (export 
income). 


An important point should be highlighted 
in the simple circular flovv diagram above: İn an 
economy, spending of someone should alvvays be 
the income of another one. 


4 important 


o 
Expenditures of each economic unit 
create income for the other economic 
units. Therefore, each transaction in 
the economy alvvays has tvvo sides. 


your turn . 


In circular flovv diagram 
given in Figure 1.2, vvhat 
happens if households 
dont spend their ecarnings 
completely? In fact, this 
picture gives you an 
indicative hint if you 
consider it ... 


NATIONAL INCOME 
ACCOUNTING 


In order to evaluate a students performance in 
an education period, the academic record of the 
student given at the end of period is grounded on. 
In order to evaluate the performance of a company 
in a period, vve have to revlevv the financial 
statements such as balance sheet and income 
statement of that company for that period. Hovv 
can vve measure the performance of an economy? 
"Today, national income figures obtained as a result 
of national income accounting system of a country 
is the basic measurement tool. 


VVhile the economic approach named 
mercantilism vvas used in 17th and 18th centuries, 
many people believed that the best vvay to measure 
the economic performance of a country vvas 
the precious metal stock that country had. For 
example, the rise of the countrys current gold 


1O 


stock meant that the economic performance vvas 
good and country-vvide vvealth had increased. 
Francois Quesney vvas the first to evaluate the 
economic activities vvithin a period as a flovv. 
Quesney, in its book named 7zö/eaz: Economique 
issued in 1758, set forth a circular flovv related to 
goods, services and income among different sectors 
of the economy, as vve discussed before. İt is said 
that Quesney, doctor of Louis XV of France, had 
set forth the “flovv” idea considering human blood 
circulation. 


"The elementary form of national income 
accounts summarizing a countrys 
economic performance vvas developed 200 years 
ago in England. Hovvever, the current national 
income accounting system vvas developed by 
Simon Kuznets in the USA in 1932 during Great 
Depression. The system is based on combining 
great amount of micro economic data collected 
from various sources in a country and explaining 
periodically by summarizing vvith a common 
methodology. VVe should state that Kuznets vvas 
avvarded vvith Nobel Prize in Economics in 1971 
vvith his contributions to this field. Today, many 
countries still use this common summarizing 
methodology for accounting national income. 
Similar to using accounting records to see the 
financial status of a company and deciding the 
performance of that company considering the 
financial statements produced from these records 
at the end of a specific period, national income 
accounts have the same function. "İhese accounts 
are used to analyze the economic vvellbeing of the 
country and to measure the economic performance 
by using some magnitudes (like gross domestic 
product or disposable income) vvhich are obtained 
from this accounting system. 


macro- 


National income Accounts 


Measuring the activities forming the income in 
a country is called as national income accounting. 
In an economy, from İlemon cake to helicopter, 
from book to house, from haircut to pizza delivery, 
there are millions of various types of goods and 
services. Hovv vve can collect these various types 
of data? "The government collects the required and 
detailed information about this matter vvithin 
a specific scheme and announces the results to 
the public by combining and summarizing these 
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data. "These announced results include highly 
detailed information and shovv the conclusion of 
economic activities occurred in that country and 
in that period. For instance, the public institution 
authorized for this task in Turkey is 7zr£5/ Sraziszical 
İnstitute (TUITK). TÜTK vvas announcing these data 
annually at the end of the year until 1987. Since 
1987, it has been announcing four times a year 
by measuring in a three months (quarterly) basis. 
"These figures issued in national income accounting 
system include production data regarding the 
vvhole sectors of economy like agriculture, industry, 
housing, transportation etc., income resources 
in the country (vvage, interest, profit and rent) 
and expenditures for various types of goods and 
services. Therefore, in addition to providing a 
general summary of economic activities, income 
accounts also shovv the relations among production, 
income and total spending in that country. Thus, 
revievving national income accounts vvould be the 
first step in presenting hovv production, income 
and employment are determined in a country. 


National income accounting is the 


measurement system of economic activities 
realized in an economy in a specific period 


of time. 


In the explanations above vve mentioned that 
there vvere millions of types of goods and services 
produced in a country and national income 
accounts might be used to measure the production 
level ofthat country. Here vve have a problem: Hovv 
can vve collect the amounts of that much goods and 
services produced in various units such as tons, 
pieces, hours, cubic meters? "The only ansvver is to 
use their prices as a common measure referencing 
the values of these goods and services. İndeed, each 
good and service produced and supplied to the 
market for selling has a price and that price has 
a function as a measure in determining the total 
production value. Total market value of finished 
(final) goods and services produced in a period of 
time in an economy is called the gross domestic 
product (GDP) and this is the most vvidely used 
concept to evaluate the country" general economic 
performance. For example, GDP of Turkey for 
2016 vvas 2608.5 billion TL. In other vvords, total 


value of automobiles, refrigerators, lemon cahkes, 
yogurts, movies, haircuts, education services and 
all other goods and services produced vvithin the 
borders of Turkey in 2016 is 2608.5 billion TL. 


Gross domestic product is the total value 
of all final (finished) goods and services 
produced and expressed vvith market prices 


in a specific period of time. 


In GDP definition provided above, some 
features and technical terms should be clarifted. 
First of all, vve must avoid double counting so that 
the same product should not be included tvvice in 
calculation of GDP Some goods and services, called 
as intermediate goods, are used to produce other 
goods and services in the economy. İf this kind of 
goods and services are included into GDD vve count 
them tvvice. If all production phases of a product 
from manufacturing to finished productare included 
into national income accounts, the final total of 
GDP vvill be higher than the actual one. Therefore, 
it is required to find and sum up the net value added 
to GDP as a result of production of each businesses. 
"This value is called the value added and calculated 
by subtracting the value of intermediate goods from 
the value of production of related business. Lets try 
to explain vvith an example. 


Intermediate goods are the goods and 


services that are used to produce another 
good and service. 


Value added is the addition to the value 


of intermediate goods and services in every 


production phase. 


"The vvheat used to make the bread is firstiy 
produced in the field: then, respectively, it is used 
to produce flour and dough and finally cooked in 
bakery to produce the bread. Novv vve vvill create 
a table including each of these phases vvith their 
production values to revievv the general situation. 


iz 
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Table 1.1 Bread Production 


Production Sale Value Value Added 


Phases (kuruş) Created (kuruş) 


VVhile calculating GDB vve obtain a total of 
277 kuruş for production value by summing up 
the values of vyheat, flour and dough to produce the 
bread and the value of the bread itself. Hovvever, 
the price of one piece of finished bread by using 
vvheat, flour and dough is 125 kuruş and this 
price includes the value added created in previous 
production phases. Thus, if vve sum up production 
values of each phase, vve count them tvvice. VVhile 
one piece of bread5 contribution to GDT is actually 
125 kuruş, vve get a higher value as much as 277 
kuruş due to double counting. If you notice, the 
sum of added values created in each phase is equal 
to the value of the finished bread. Because of that, 
only finished goods and services are taken into 
account vvhile calculating GDP. As you can see, 
GDD in terms of the value of production, can be 
calculated by tvvo different methods: "The total of 
values added created in various production phases 
or the sum of the values of only final (finished) 
goods and services. 


Final goods and services are the goods and 


services produced for ultimate usage for 


economic agents. 


"The second feature of GDP is that it includes all 
final goods and services produced in the economy. 
"The problem here is that some goods and services 
cannot be sold via markets and it is difficult to 
determine their values. For example, consider the 
services such as security, yustice, national defense, 
or education provided by government. These 
services cannot be purchased in any market but 
they have a significant share in total goods and 
services produced in the economy. Economists 
and statisticians decided that it is appropriate to 


ız 


include this kind of goods and services by assessing 
them vvith their costs. "his assessing method is the 
most practical solution used up until today, tough 
it is not the ideal method. 


"Third, it is useful to exclude some final goods 
and services from GDP for some practical reasons. 
Especially, some goods and services not being 
marhketed (such as services provided by housevvives) 
are not included into GDP The reason is not that 
economists evaluate these services as vvorthless, 
rather it is very difficult to estimate the true 
monetary value of these services since they are 
subyective (that is, based on value iudgements). 


Fourth, the transactions vvhich are completely 
financial are not included into GDP. This kind of 
financial transactions consist of transfer payments 
of public and private sectors, as vvell as buying/ 
selling transactions of securities. Governments 
transfer payments are the payments made by the 
government to people not contributing to the 
production. Monetary payments to economically 
vveak people and interest payments due to debts 
of government are the examples for governments 
transfer payments. Since these kind of payments 
are not made for a value created in economic 
terms, including them into GDP is not an 
appropriate approach. Private sectors transfer 
payments are grants and fund transfers from an 
individual or organization to another individual 
or organization (for example, granting İloans to a 
friend). Again, because they are not made in return 
for production, there is no reason to include these 
kind of payments into GDP. Buying and selling 
transactions of securities are again not in return for 
production, and therefore, it is necessary to exclude 
them from the calculation of GDP. 


Fifth, second hand sales of goods are not taken 
into account in GDP calculation. "The reason of 
that is obvious. VVhen a product is produced, the 
value of this product is added to GDP. İF its value 
is added to GDP vvhen it is sold in the second 
hand market, then it is counted tvvice and GDT is 
calculated higher than the actual, For instance, lets 
suppose that you bought a car last year and sold it 
at the beginning of this year. This years GDP is not 
affected by this second hand sale of your car since 
it has already been included in the last years GDP. 
Othervvise the value of this car vvould have been 
counted tvvice in GDP calculation. 
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Finally, GDP indicates the production realized 
vvithin the borders of a country, but does not refer 
to the value of production realized by production 
factors belonging to citizens of the country. İn 
that case, it doesnt include the goods and services 
produced abroad by the national production factors 
operating in other countries and it does include the 
goods and services produced by the international 
production factors operating in the country. For 
example, vvhile the profit of a "Türkish company 
operating in Azerbaiyan is not included into Turkeys 
GDP the profit of a German company operating in 
Turkey is included into Turkeys GDP Hovvever, the 
profits of these companies are eventually transferred 
to their ovvn countries. By looking at the property of 
production factors, therefore, an alternativedefinition 
vvas developed and called as gross national product 
(GNP) shovving the value of goods and services 
produced by the production factors belonging to 
that country. İt is much easier to calculate GNP For 
this purpose, Pust net international factor income of 
a country (the difference betvveen factor receipts and 
factor payments) is added to GDP Today, for many 
countries, the difference betvveen GNP and GDT is 
very İovv. 


Gross national product is the total value 
of final goods and services produced by 
national production factors. 


your turn . 


Can you comment on the structural change 
observed in Turkish economy in 50 years by 
revievving the GDP values in sectoral basis for the 
years 1968 and 2016 provided in the table belovv? 


Production 


1968 2016” 


Sectors 


Services 459,342 
DP 798,802 


(”) vvith 1968 prices (million TL) and adfusted for TL-YTL- 
TL transformation 


Calculating the GDP 


"There are three appearances of gross domestic 
product as income created, earned and spent. 
"These different approaches to GDT are like looking 
at the same obiect from different sides: hovvever, 
eventually defined obyect is the same. As vve 
mentioned in previous topic, vvhile GDP indicates 
the monetary value of all goods and services 
produced in a period of time, it also indicates the 
total of vvage, interest, profit and rent earnings paid 
for production factors participated to production 
of these goods and services. On the other hand, 
considering the earned income is somehovv spent, 
total expenditures in an economy should be equal 
to the value of created production. According to 
summarized three different aspects of GDDP it can 
be calculated in three different vvays: 


e İn terms of the total value of goods and 

services produced, 

" İn terms of the income obtained in return 

for producing goods and services, 

" In terms of the expenditures made for 

goods and services produced. 

VVhen calculating GDP considering production 
sectors, each sectors value added is measured 
and then summed up. These production sectors 
include agriculture, industry, transportation, 
telecommunication, trade and government services 
etc. As an example, formation of Turkeys GDP as 
of 2016 is shovvn in Figure 1.3 belovv. 


—. 


Construction, 
8,78 


Figure 1.3 Composition of Turkish GDP in 2o16 


In calculation of GDP in terms of formation 
income generated, it is necessary to determine 
and sum up each type of income separately. For 
this purpose, it is required to knovv the salaries 
and vvages seen in payrolİs of vvorkers, officers and 
other employees, vvage income paid in businesses 


1 
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and earnings shovvn other revenue groups” income tax returns. İn a country vvhere tax payment habits are 
vveak and statistics are insufficient, it is very difficult to calculate GDP in terms of income earned. The 
total of vvage, interest, profit and rent carnings obtained as a result of ioining the production activities 


is the total of revenues obtained. As vve vvill discuss in detail 


National income is the total of vvage, 
interest, profit and rent carnings pf 


production factors. 


later, the total of revenues obtained by production factors in a 
country is called the national income. For companics, since paid 
indirect taxes (like sales tax, value added tax, production tax) and 
amortization (depriciation) reserved for capital assets used in 
production process are also considered as cost payments, as paid 


indirect taxes (sales tax, value added tax, production tax etc.) and 
amortization (depreciation) reserved for capital assets ioined to production activities are also considered as 
costs, adding indirect taxes and amortizations to national income vvill provide us vvith GDP. In summary, 
in terms of income formation, GDT is calculated as follovvs: 


GDP - Veage z İnterest 4 Profit a Rent - İndirect Taxes 4 Amortizations. 


The third vvay to calculate GDP is the 
expenditure approach. Ifvve consider the changes in 
stocks of businesses as a kind of expenditure, total 
expenditure amount for final goods and services 
should be equal to total production value of these 
final goods and services. This is because produced 
goods should either be bought by someone or be 
added to stocks of manufacturers. İn both cases, 
the value of produced goods is included into the 
expenditures. Total expenditure amount for final 
goods and services are usually divided into four 
groups. First ofthem is consumption expenditures 
and consist of expenditures paid for goods and 
services vvhich may directly meet the daily needs. 
Consumption expenditures can be categorized as 
expenditures for durable consumer goods, non- 
durable goods and services. In this sense, for 
example, your food and clothing expenditures, 
money you have paid for gasoline for your car 
and for dishvvashing machine, repair payment 
for vvatervvorks of your house are consumption 
expenditures. 


Consumption expenditures are the total of 
spending vvhich is directly made by people 


for goods and services to satisfy their daily 


needs. 


Second type of expenditures is investment 
expenditures and consists of expenditures of 
businesses and government for nevv equipment, 
tools and buildings, increase in stocks and 
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expenditures ofindividuals for building nevv houses. 
Hovvever, the investment amount calculated by 
this vvay can be considered as gross investment. 
A part of current factory and equipment used in 
production period of this calculation are vvorn 
(i.e., amortization is the issue). Therefore, in order 
to calculate net investment amount in the country, 
amortizations should be subtracted from gross 
investment amount. “he obtained net investment 
value is a very useful measure indicating hovv 
much the capital assets in the country increased. 
If net investments are positive, due to increase in 
capital stock, productive capacity vvill rise. If net 
investments are negative, due to decrease in capital 
stock, productive capacity vvill decrease. 


Investment expenditures are the total 
of spending made by businesses and 
government for nevv machinery and 


equipment (including stock changes) and 


households for nevv buildings. 


4 important 


o 
VVhile GDP is calculated 
in terms of expenditures: 
gross investments are 
taken into account rather 
than net investments. 
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Third expenditure type vvhile calculating 
GDP is the total expenditures of government 
for purchasing final goods and services. "These 
expenditures, called as government consumption 
expenditures or government expenditures in 
short, are the total payments for purchasing goods 
and services by public organizations to perform 
the functions the government undertaken. 
As transfer payments are not for current 
output, they are not included into this item. 


Government expenditures are the total 


spending of government to buy goods and 


services. 


Fourth and the last expenditure type is net 
export related to goods and services. "This item is 
equal to the difference betvveen the spending of 
foreigners for the goods and services vve produced 
(export) and the spending of us for goods and 
services foreigners produced (import). In summary, 
net export is the difference betvveen export revenue 
and import spending. Since part of our products 
are consumed by foreigners and part of foreigners” 
products are consumed byus, considering this item 
is mandatory for a country open to international 
trade. 


Net export is the difference betvveen export 


income and import expenditure. 


“4 important 


ö 
As import volume may 
be higher than export 
volume, the net export 
value may be negative. 


The total of consumption, investment, 
government and net export expenditures specified 
above vvill provide us vvith GDD It may be better 
to formulize this definition of GDP as vve vvill use 


it in the next chapters frequently. By indicating 
consumption expenditures vvith C, investment 
expenditures vvith 1, government expenditures 
vvith G, export income vvith EX and import 
expenditures vvith IM, GDP can be stated vvith the 
follovving formula: 


GDP-C-1:6G:(EX-IM) 


In Table 1.2 belovv, development of GDP in 
Turkey in terms of expenditures can be vievved. 


Table 1.2 GDP in terms of expenditures 


Share in 


Total GDP 
(7o) 


Value 


Type of Expenditure 
du R (billion TL) 


Private Consumption 1,542.3 59.54 


Government 382.0 14.75 
Consumption 


Net Export 
(Export) 
(lmport) 


Gross Domestic 2,590.5 100.00 
Product 


your in 
VVhatever the methodology is used in calculating 
GDD the final value vvill be the same. Can you 


explain the reason of that by using a concept you 
have İearned already? 


Basic Concepts and National income Accounting 


Other Concepts Related vvith GDP 


In explanations vve made so far, firstly vve defined the production value realized in a country, then vve 
revievved various methods that can be used to calculate this concept. VVithin our explanations on this 
matter, vve mentioned that gross domestic product (GDP) can be used as a measure of vvealth level in 
the country. By adding net international factor income, vve had a nevv income magnitude named as gross 
national product (GNP). Hovvever, both of these concepts have an important dravvback at this point. 
VVhile goods and services are created as a result of production activities in the economy each year, there 
vvill be an amount of vvear and tear on capital equipment (machines, buildings, vvays, bridges, dams etc.) 
acquired from last year. Monetary provision of this vvear and tear or the reserved part of gross national 
product for fixing this vvear and tear is called as amortization. “Iherefore, it can be said that GNP indicates 
the gross production povver of a country. Consequently, economists have developed another measure 
called as net national product (NNP) vvhich is taking the mentioned vvears and tears into account. Net 
national product is found by subtracting amortization calculated for that period from GNP. To get the 
NNP figure, official statisticians of the government estimate the amortization amount in the country 
and subtract this value from GNP. As NNP takes amortizations into account, it is a better indicator than 
GNP for indicating the net production povver of the economy. Hovvever, the figures related to NNP also 
includes estimation errors for amortizations vvhich are difficult to measure. In fact, as NNP and GNP are 
values close vvith each other and alvvays shovv a change in the same direction, vvhich one is used in practice 
is not a significant problem. 


VVe mentioned that vvhen GDT is calculated, the market prices are used as a common measure in 
determining the values of produced goods and services. "Thus, vve acknovvledge that the market price 
reflects the value of goods and services in question. Although it is a rational approach, it also includes 
another problem: The amount of taxes is included into marhet prices. For instance, various rates of value- 
added tax (VAT) are included into prices of goods and services sold in Turkey. VVhen you buy a shirt, 
its price, assuming 50 TL, also includes 806 VAT. In other vvords, the price of the shirt is 46.3 TL, 
and as VAT is included into the prices you pay 50 TL and 
3.7 TL is returned to government as tax. İn practice, these 
types of taxes are called indirect taxes. "Thus, if vve desire İ Tndirect taxes are taxes paid vvhen a good or 


to calculate the production realized in the country more ) service is purchased. 
realistically, vve have to take indirect taxes into account. If 
vve subtract indirect taxes transferred to government from 
NNP vee calculated above, vve get the value of national income. This obtained magnitude, as mentioned 
before, should also be equal to the total of income payments (vvage, interest, profit and rent earnings) to 
the country production factors. 


On the other hand, as complying vvith some purposes, vve 
may vvant to learn hovv much income is earned by individuals 
Personal income is the gross income comprising a community. This magnitude is called personal 
obtained by subtracting the undistributed incomeand differentiated from national income in tvvo vvays. 
profit and social security contributions and First, some of production factors carning income in return 
adding private and public transfer payments. ) for )oining to production donf actually get this income. For 
example, although all profits of a company belong to the 
ovvners of this company, the ovvners dont take the possession 
all of this profit. Some of this profit should be kept in business due to the course of lavv (such as reserve 
funds). Similarly, vvage ovvners also don” actually take this income completely, because employees (as vvells as 
employers) pay part of this vvages to social security organizations as contributions. "İhus, this kind of payments 
should be removed form national income. Second, some individuals can earn income vvithout participating 
into production. For instance, unemployment insurance payments, financial payments to economically 
vveak people, etc. VVe have already seen that these kinds of payments are called transfer payments. "Thus, 
transfer payments should also be added to national income to see the obtained personal earnings from all 
sources, Hence, vve subtract undistributed profits and social security contributions from and add public and 
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private sectors” transfer 
payments to national 
income to get personal 
income figure. 
Finally, vve may have to 


knovv the individuals” 


net incomes, as the 


4“ important 


s 
VVe have already 
mentioned that the 
interest payments made 
by government due to 
its debt are considered 


personal income 
as transfer payment. . 

concept mentioned 

above doesnt reflect 


their actual income. Economic agents in a country 
directly pay certain amount of their personal income 
to government as tax. "his payment made according 
to individual8s ovvn statement vvithout any mediator 
is called direct tax. Most common example of 
direct taxes is income tax. "Ihe remaining part 
after subtracting direct taxes from personal income 
is called disposable income. In other vvords, 
disposable income is the final income amount vvhich 
individuals can spend for their personal purposes. 


Disposable income is the usable income 


obtained by subtracting direct taxes from 


personal income. 


“ 
your turn 


Calculate the requested national accounting 
aggregates using the follovving mixed data: 


Name of National Account Value (billion TL) 


İGtossDomestc Podusİa0000) 
DeeTtəs 0 lə 


REQUESTED TTEMS: 
a. GNP 

b. National Income 
c. Personal Income 
d. Disposable Income 


PRICE CHANGES AND GDP 


VVhile discussing inflation, vve mentioned 
that general price level changes in time. As GDP 
evaluates goods and services vvith their current 
market prices, changes in GDP vvill reflect both 
price changes and changes in production amount. 
If all prices vvould be doubled tomorrovv, GDP 
vvould be doubled as vvell, This GDP value 
calculated vvith current prices in markets is called 
GDP at current prices or nominal GDP. In 
order GDP to be a convincing measure reflecting 
the changes in total production, the effect of 
price changes should be eliminated somehovv. 


Nominal GDDP is the value of production 


vvith current market prices. 


Although they produce approximate results 
economists suggest some vvays to eliminate the effects 
of price changes. For this purpose, a year is selected 
as the base year and values of all goods and services 
are expressed according to the prices of this base year. 
For instance, if the base year is 2007 and the price of 
steak in that year is 15 TL per kg, in all of the other 
years, steak price vvill be considered as 15 TL per kg 
like that its price had not changed at all. In 2016, 
suppose that 2 million kg of steak are produced in 
the economy: total value of this production vvould 
be 30 million TL at 2007 prices. Hovvever, if the 
current price of steak per kg is 30 TL in 2016, the 
total value of steak production is 60 million TL at 
current (2016) prices. By this vvay, the effect of price 
changes from 2007 to 2016 is eliminated. 


It became a tradition to express GDP both 
vvith current prices and constant prices. GDP 
value calculated using fixed prices are called 
the real GDP or GDD at constant prices. Real 
GDP value is the GDP value after eliminating 
the effect of price changes as explained above. 
Namely, vvhile nominal GDP expressed vvith 
current prices reflects the effect of price changes, 
real GDP expressed vvith fixed prices doesnt 
reflect the price changes as its expressed vvith 
the prices of base year. Therefore, if increases in 
GDP vvill be used as a vvealth indicator, real value 
should be used since nominal values do not make 
much sense, especially in high inflation periods. 


Basic Concepts and National income Accounting 


Real GDD is the value of production vvith 


the base year5 prices. 


Finding an indicator that represents price 
changes in the economy is very useful to transform 
nominal values to real ones. VVe can get this type 
of indicator by dividing the value of a group of 
goods and services at current prices to the value of 
the same group at base years prices. For instance, 
suppose that the value of a group of goods and 
services at 2016 (current) prices is 143 TL, the 
same groups value is 100 TL at 2007 (base year) 
prices. İn this case, the price of this group of goods 
and services for 2007 — 2016 period has increased 
almost 4306. If vve divide the value at 2016 prices 
to the value at 2007 prices (143/100 - 1.43) vve 
can obtain the results easily. This number indicates 
that the price of mentioned group of goods and 
services has increased almost 4306 during the 2007 
— 2016 period. 


"The ratio of the value for a group of goods and 
services at current prices to the value of the same 
group of goods and services at constant prices is 
called the price index. İn order to follovv price 
changes easily, this result is generally multiplied by 
100. Therefore, if vve multiply the above obtained 


350,00 GDP 


Deflator 


300,00 


250,00 


200,00 


150,00 


100,00 


number vvith 100 vve get 143 representing the price 
index. The most important function of price index 
is to convert nominal values expressed vvith current 
prices to real values expressed vvith constant prices. 
"This conversion, knovvn as deflating (reducing), 
is realized by dividing the value expressed vvith 
current prices to price index and multiplying the 
result vvith 100. "The special price index used to 
convert nominal GDP figures to real GDP figures is 
called the GDP deflator. As you notice, the starting 
(base year) value of all price indices including GDP 
deflator must be 100 if you consider the above 
outlined calculation method. "The follovving Figure 
1.4 shovvs the trend of GDP deflator (2003 -100) 
in Turkey and its annual rate of change during the 
2003 — 2016 period. "There are, of course, some 
other price indices used commonly like consumer 
price index (CP1) and producer price index (PPD. 
Among others, these tvvo indices are especially 
important in calculation of headline inflation in 
our daily life. 


Price index is the ratio of the value ofa 


basket of goods and services vvith current 


prices to the value of the same basket vvith 
the base years prices 


06 Change 11/00 


—o— Deflator 


—o— eoChange 


2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 


Figure 1.4. zoo3 z zoo GDP Deflator and lts Annual Rate of Change 


"To see hovv price index can be used in solving this kind of problems, lets suppose that vve are trying to 
determine the real increase rate of pen production betvveen 2012 — 2016. The first column of Table 1.3 
belovv shovvs the total value of pen production vvith current prices: second column indicates the unit price 


18 


İntroduction to Economics ll 


of pen in the related year. To see hovv the real value of pen production changed throughout the 2012 — 
2016 period, lets construct a price index accepting 2012 as the base year. To do this, vve should divide each 
years pen price to the base years (2012) price and multiply the result vvith 100. Calculated price index 
values are shovvn in the third column of Table 1.3. Ifthe current value of each year pen production in the 
first column is divided by that year5 price index and muletiplied by 100, vve can convert nominal values of 
pen production to real values expressed vvith 2012 prices. These figures are placed in the fourth column of 
the table. Novv, vve can use this last column in order to see hovv real value of pen production has changed 
over the 2012 — 2016 period. For instance, over the vvhole period pen production increased 37.506 in 
nominal terms vvhile it increased only 14.606 in real terms. İf vve carefully analyze the table, in 2013, 
vve see that the value of pen production at current prices diminished vvhile the real value of production 
increased. The reason for that situation is that the unit price of pen in 2013 decreased. On the other hand, 
in 2016, the nominal value of pen production increased vvhile the real value decreased. The reason for that 
situation is the rapid increase in pen price. As you realize, it is sometimes misleading to evaluate the value 
of production by looking at nominal values. Especially, during periods vvith intensive price increases (i.e., 
high inflation), it is necessary to take into account real values instead of nominal ones. 


Table 1.3 Use of Price Index in Converting Current Prices to Constant Prices 
() (ID) (IID 12) 
Value of Pen Real Value of Pen 
Production Unit Price of Price Index Production 


(current prices, thousand TL) Pen (TL) (Price/2012 Price)x100  (Üvvith 2012 prices) 


iəəl so İasil s. İ ə. 
"msl m İl) sl m İl ə. 
imsl  əm l so 1 m İL, s. 


LIMITATIONS OF GDP USAGE 


Understanding that there are some limits in 
your ... usage of GDP and the concepts based on it is 
crucial for national income analysis. Although 
they are very useful measures, these concepts are 
not the best measures related to economic vvealth. 
"There are at İeast 6 points unfavorable vvith these 
figures should alvvays be kept in mind. First, 
GDP and other income concepts based on it do 
not make sense if the population of the country 
in question is unknovvn. For example, there is a 
difference betvveen a country vvhose GDP is 50 
million TL and population is 10 million people 

—-—. Real 7 Çpiree and a country vvhose GDP is 50 million TL and 
d. - population is 50 million people. To eliminate 


2555771750 the effect of population magnitude in a country, 
2016 İ 2,590,517 İ 8,855.3 İ 292.54 GDP per capita (GDP/population) is used to 


(7) million TL, (77) 2003 prices, (”””) refers to state the production per capita. To compare the 
Consumer Price Index peoples vvealth levels living in various countries, 
per capita national income figures are used. For 


"The follovving table includes nominal and real 
GDP values and Consumer Price İndex (CPI, 
2003 - 100) numbers for years 2015 and 2016. 
Revievv the table carefully, then calculate nominal 
and real GDP increase rates for the 2015-2016 
period in Turkey and try to find the relation 


betvveen this value and CPI change rate during 
the same period. 


Uu 


Basic Concepts and National income Accounting 


this purpose, the figures calculated vvith national 
currency firstly is stated vvith a common monetary 
measure. Today, the most common method used 
for this purpose is to transform GDP and per 
capita income figures into American dollars. 


Per capita national income is calculated 


by dividing the Dollar value of national 


income to population and used as a vvealth 


indicator. 


Second, GDP and other income concepts 
exclude the most valuable activity for an individual: 
leisure. For instance, vvhile the average vvorking 
time a vveek vvas 70 hours in 1800s, it is 40 hours 
today. As the vvealth İevel raises, humans prefer to 
rest more instead of to vvork more. More leisure 
time that contributes our vvealth is not reflected in 


GDP figures. 


"Third, GDP and other income concepts do 
not take the quality changes of produced goods 
into account. An improvement of produced good”s 
quality is not reflected in GDP calculations if 
improvement is not reflected in their prices. For 
example, assume that a drug vvhich is more efficient 
than the previous one is developed. Ifthe production 
amount and costs of this developed drug are the 
same vvith the old one, the nevv drug vvill probably 
be sold vvith the same price as the old one. İn that 
case there vvill be no change in GDP. Hovvever, as 
vve mentioned above, this nevvly developed drug is 
much more efficient than the previous one. 


Fourth, GDP and other income concepts 
dont provide detailed information about the 
combination and distribution of income created 
in the country. VVhile calculating GDB each 
produced goods and service are evaluated vvith their 
market prices. For example, even each of us think 
about their values differently, a scientific research 
book can be sold for 5 TL, yust like a comic book. 
Apart from this, GDP and other income concepts 
measure total income created in the country, 
but there is no information provided about hovv 
this income is distributed along the individuals. 
Fifth, GDP and other income concepts do not 
reflect some social costs originated from production 
of goods and services. Especially the damage on the 
environment due to the factories, offices and farms 
activities are not reflected on GDP Vve all knovv that 
companies, consumers and government somehovv 
pollute vvater resources and the atmosphere. But, 
this kind of costs are not taken into account vvhile 
calculating GDP and this leads our economic vvealth 
to look better than the actual. 


Sixth, there are many activities need to be added 
to GDP in principle but not included actually. For 
example, illegal activities are not included into 
GDP calculations unless they are “acquitted” by 
being introduced into legal system. On the other 
hand, earnings vvhich are not declared to pay less 
tax or not to pay at all are also not included into 
GDP The part of the economy those need to be 
included into GDP but not, is called as informal 
(unrecorded) economy. Although there are several 
forecasts on this issue, for instance, it is estimated 
that the scope of the informal economy reaches at 


your turn . 


According to “Turkish "Tax Inspection 
Board 2016 Annual Report, tax fraud 
during 2015 in Turley reached high 
levels according to the results of tax 
auditions. These results prove that, on 
average, tax payers declare only half of 
their actual income. VVhat does this fact 


T.C. MALİYE BAKANLIĞI 
tell you about the magnitude of informal kük "va 


economy and GDP in Turkey? No. azer kuponu df 
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Explaining the main factors led to 
development of macroeconomics and 
the scope of macroeconomics. 


VVhile microeconomics revievvs hovv a market operates related 
to a single good and behaviors of individual decision makers, 
macroeconomics covers all of these markets and decision makers. 
For instance, all of the issues like determination and causes of 
changes in consumption expenditures of all economic agents, 
average price of all goods and services, total production are 
related to macroeconomics. Macroeconomics emerged as a result 
of efforts to explain Great Depression in 1930s. İt is a vvidespread 
belief that the starting point of macroeconomics is Keynes vvell- 


knovvn book Gezeza/ T)eory published in 1936. 


"The basic topics related to macroeconomics include explaining 
determination and changes in total production volume, general 
price level and unemployment level in the economy. VVhile 
Fluctuations in production volume in the country are called 
business eycle fluctuations, government policies aim to moderate 
these fluctuations as much as possible. The main targets of these 
policies include keeping unemployment and inflation rates at 
reasonable İevels. 


Explaining the relations betvveen 
government policies and 
macroeconomic performance. 


"Tools that a government uses to affect macroeconomic conditions 
in an economy include fiscal policy, monetary policy and supply- 
side policies. Fiscal policy is related vvith the governments taxing 
and spending decisions. VVhile monetary policy includes the 
central banks decision to control and affect the suppİy of money, 
suppİy side policies are basically related vvith the governments 
decision to increase total production in the economy. 


Explaining main players and their roles 
İn an economy from a macroeconomic 
perspective. 


Mutual relations of macroeconomic agents can be revievved 
vvithin the circular flovv diagram framevvork. Earnings and 
expenditures of households, businesses, government and other 
countries as macroeconomic agents are matched mutually. VVhile 
each group$s expenditures are earnings of other groupi(s), this 
reflects the double sided characteristic of economic transactions. 


Areuuuıns 


Summary 


Basic Concepts and National income Accounting 


Defining GDP concept developed in order 
to determine the total value of goods and 
services produced in an economy and to 

explain its calculation methods. 


Measuring the activities forming the income in a country is knovvn 
as the national income accounting. İn addition to providing a 
general summary of economic activities, income accounts shovv 
the relations among production, income and expenditures in 
the country. The basic concept calculated vvithin the scope of 
national income accounting is gross domestic product expressing 
total market value of all final goods and services produced in an 
economy vvithin a specifted period of time. 


Creating, earning and spending aspects of income can be used in 
gross domestic income calculation. VVhile gross domestic product 
indicates the monetary value ofall final goods and services produced 
in a period of time, it also indicates the total of vvage, interest, 
profit and rent earnings paid for production factors participated in 
the production of these goods and services together vvith indirect 
taxes and amortizations. On the other hand, considering the fact 
that earned income is somehovv spent, total of consumption, 
investment, government expenditures and net export income in 
an economy should be equal to the value of created production. 


Explaining the effects of price changes on the 
value production and hovv to eliminate it. 


As gross national product is measured by market prices, it also reflects 
price changes in addition to output changes. İn order to eliminate 
the effects of price changes from nominal GDD vvhich is calculated 
by using current prices, price indices are used. Thus, GDP can be 
expressed according to the base years prices and effects of price 
changes through time are removed. If GDT is expressed by using the 
base year prices, it is called the real GDP or GDP vvith constant prices. 


Explaining the deficiencies of currently used 
methods to measure the production value. 


Besides shovving the production value in a country, there are some 
restrictions in using gross domestic product concept. For instance, 
GDP value does not provide any information about hovv much 
population created this value, does not take the İeisure time into 
account, does not consider improvement in the quality of produced 
goods, does not supply any information about the formation and 
distribution of production and finally does not include informal 
economic activities in the country. 
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VVhich of the follovving is not related vvith 


macroeconomics? 


. Determination of profit maximizing production 
level of the firm 

. Unemployment rate that could be acceptable to 
minimize the inflation rate 

. Determination of average time that a recovery 
period İasts 

. Long term effects of monetary policy on pro- 
duction volume 

. Determination of long term economic grovvth 
rate to maximize vvelfare 


VVhich of the follovving is one of the events 


appeared during Great Depression? 


. Very high rate of inflation 
. Very high interest rates 
. Loses in personal vvealth as a result of stock exc- 
hange collapse 
d. Very İovv level of unemployment 
, Faster increase in the real value of production 
than expected 


E VUhat is the basic determinant of employ- 


ment in Keynesian model? 


a. VVage 
c. General price level 
e. Quantity of money 


b. Aggregate demand 
d. Productivity 


iki VVhich of the follovving is not necessary to be 


accepted as unemployed? 


a, Not using unemployment benefits 

b. Belonging to economically active age group 
c. Not finding a fob although looked for 

d. Accepting the current vvage 

e. Having capability and vvillingness to vvork 


kİ IL. Recovery 
HL Peak 


IL Through 
IV. Contraction 


VVhat is the correct order of the business eycle pha- 
ses listed above? 

a, 1-1-—11-1V 
c. 1-111—1-—1V 
e. 1—1V -111—11 


b. 1V -111—1-—11 
d. 111-1-—1V-1I 


m VVhich of the follovving can be considered as 


a fiscal policy measure? 


. Central banki decision to fix the foreign exc- 
hange rate 

. Governments take over a problematic commer- 
cial bank 

. Governments intervention to interest rates to 
protect savers against inflation 

. Reducing income tax rate from 2006 to 15906 by 
the government 

. Appİying quantity limits for importing abroad 


7) VVhich of the follovying goods and services 
should be included into GDT? 


. Steel used in production of an automobile 

. Hour that your mom used at home to cook cake 

. Money that you lend to a friend for one year 

. Payment that one of your relatives is made to 
buy a second hand vvashing machine 

. Value added that housevvives create in raising 
children at home 


" VUhat is the necessary assumption in order to 
ensure the equality betvveen total value of expendi- 
tures and total value of final products? 


a. Consumption expenditures must be made in 
advance 

b. Government does not collect any taxes 

c. Change in stocks is inventory investment 

d. Export is equal to import 

e. Businesses do not make investment 


m In order to get GNP value, vvhich of the fol- 
lovving should be added to GDT figure? 


a, Net export 

b. Difference betvveen consumption and saving 

c. Difference betvveen tax revenue and govern- 
ment expenditures 

d. Net factor income 

e. Net investment 


If the real GDP value for a country is 150 
million TL and the price index for the same year is 
110, vvhat is the value of nominal GDP? 


a. 100 million TL b. 136.37 million TL 
c. 160 million TL d. 165 million TL 
e. 260 million TL 


HƏSinOA 1SƏL 
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If your ansvver is incorrect, revievv “Basic 
Concerns of Macroeconomics” 


If your ansvver is incorrect, revievv 
“Production Grovvth Rate” 


If your ansvver is incorrect, revievv “The 7/ə İb, If your ansvver is incorrect, revievv 
Birth of Macroeconomics Concept” “National Income Accounts” 


If your ansvver is incorrect, revievv “Ihe SƏRİ If your ansvver is incorrect, revievv 
Birth of Macroeconomics Concept” “Calculating the GDP” 


If your ansvver is incorrect, revievv 
“Unemployment and Employment Level” 


If your ansvver is incorrect, revievv “Other 
Concepts Related vvith GDP” 


If your ansveer is incorrect, revievv İlktəRlaif If your ansvver is incorrect, revievv “Price 
“Production Grovth Rate” Changes and GDP” 


Ansvver Key for “Test Yourself” 
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The photo taken during the Great Depression depicts 
the avvful conclusion of economic crises: Desperationl A 
hopeless family decides to sell her children at the end. 
Considering the basic features of Great Depression as 


summarized above, vvhat is your opinion about vvhy it 
took a long time to escape from economic recession. 


your turn 1 


your turn 2 


Revievv the graph shovving the relation of 
inflation rate and unemployment rate by 


years in Turkey. According to this graphic, ı ı / ı ME 
in the period of 2005 — 2016, vhat kind of ,. ... ZAM 
relation can you notice betvveen inflation esə ı İ 20 


and unemployment? VVhat can be the 40 7” Unemployment Rate —o— lnflation Rate 
reason of this relation? 


"The reason for the Great Depression İasted that long is that the government 
avoided to interfere the economy vvithin the line of the classical economic 
theory. VVithin the conditions of that period, the valid economic belief vvas 
against any government intervention in the economy vvith the expectation that 
the internal dynamics vvould solve the unemployment problem itself. Classical 
economists vvere believing the validity of Sayğ Zezu, according to vvhich “each 
supply creates its ovvn demand” and vvere insisting that the economy could fix 
itselfto keep production volume at full employmentlevel. Remember from your 
microeconomics lectures that, as a result of competition conditions, the excess 
demand or suppİy in the market disappears automatically and the equilibrium 
price and quantity do not change. Any deviation from competition conditions 
(for instance, non-decreasing sticky prices) hampers vvorking of this mechanism 
and requires an external intervention to restore the equilibrium price. 
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2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 


According to the graphic, in 1990 — 2016 period, it is obviously seen that 
there vvas a negative relation betvveen inflation and unemployment in Turkey. 
In other vvords, vvhen inflation decreases unemployment raises, and vvhen 
inflation gathers pace unemployment rate İovvers. "his indicates that fighting 
vvith inflation has a cost in terms of unemployment. Accordinglİy, at least in 
the short run, in order to keep unemployment İovver, vve have to endure high 
inflation and in order to İovver the inflation, vve have to endure a high level of 
unemployment. 


“URL no, , 10) SMƏMSUV pəlsəBbBns 
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ATS THE 


Before reading the follovving section, create a "o 
5. DİEFERENCE 
list to indicate your opinions about vvhat the BETVVEEN 


GOVERNMENTS 


i .“ AND 
governments goals should be in an economy. : ş70 1 EİYİPUALS. 
GOVERNMENTS 


Vvhile doing that alvvays keep in mind Mark Tvain”s İNDİVİDURLS 
next placed quotation... y” di o. 


"The list you create should include at İeast the follovving basic economic tasks. 
. Ensuring full employment (everyone seeking /ob should find one) 
. Ensuring price stability (price changes should be minimum) 


.. your turn 3 


. Ensuring balance of payments (foreign earnings and spending should be 


balanced) 


. Ensuring fast economic grovvth 


İn circular flovv diagram given in Figure 
1.2, vvhat happens if households don”t 
spend their eamings completely? In fact, 
this picture gives you an indicative hint if 
you consider it ... 


Suggested Ansvvers for “Your Turn” 


"There can be these kinds of leakages in income and expenditure stream. If 
households do not spend a part of their income, it means they are saving. 
"Therefore, vve can consider savings as a leakage in income-expenditure stream. 
VVe can expect that these savings can be utilized in the financial system (for 
instance, depositing in a bank). Financial system vvill use these deposited 

ğ your turn 4. funds to make İoans to businesses. A business generalİy demands İoans to 
make investment. İn short, there vvould be İeakages (like savings) from 
income — expenditure stream, but also iniections (like investments) to this 
stream. As vve vvill analyze vvhile studying the next chapters, the equivalence 
of these leakages and inyections (in our case saving and investment) is the 
macroeconomic equilibrium condition. 
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Can you comment on the structural change observed in 
Turkish economy in 50 years by revlevving the GDP values 

in sectoral basis for the years 1968 and 2016 provided in the 
table belovv? 


Production 
Sectors 


1968 2016” 


65,151 
27,330 


(”) vvith 1968 prices (million TL) and adiusted for TL-YTL- 
TL transformation 


In order to make this evaluation, arranging the data provided in table as 
percentage distributions allovvs us to ansvver this question more clearly. As a 
matter of fact, in 1968, 3406 of total production in the country vvas created by 
agriculture sector, 1806 in industry sector. In 2016, agricultures contribution 
to GDP vvas İovvered to 1106 and industrys contribution raised to 3006. "This 
22 your turn 5 indicates a structural transformation in the Turkish economy from agriculture 

based to industry oriented. VVhile investigating the percentage distribution 
table, increasing share of trade from 1206 of GDT in 1968 to 2406 in 2016 is 
remarkable. This is a natural structural economic change during the process of 
economic development. İn short, in 1968, Turkey vvas representing a profile 
as an agricultural country vvhile she has characteristics of an industrial country 
in 2016. 


“URL 4nOA,, 10) SVMƏMSUV pəlsəbBns 


VVhatever the methodology is used in 
calculating GDP the final value vvill be 
the same. Can you explain the reason 
of that by using a concept you have 
learned already? 


"The concept revealing this situation is the one vve savv in this chapter as 
“circular flovv of goods and services”. According to circular flovv model, since 
the expenditure of an economic agents creates income for other economic 
your turn 6 : : 
agents, all calculations vvill produce the same result from the three aspects of 
GDP: Total expenditures made, total value of income obtained or total value 
of production created. 


Basic Concepts and National income Accounting 


Calculate the requested national accounting aggregates 
using the follovving mixed data: 


Name of National Account Value (billion TL) 


Social Security Contributions 


REQUESTED ITEMS: 
a. GNP 
b. National Income 
c. Personal Income 
d. Disposable İncome 


Suggested Ansvvers for “Your Turn” 


GNP - GDT? : Intermational Factor İncome 
GNP - 810 - (-5) 

GNP - 805 
NNP - GNP - Amortizations 
NNP - 805 —5 
NNP - 800 
National Income - NNP - Indirect Taxes 
National Income - 800 — 30 

National Income - 770 


Personal Income - National Income — (Undistributed Profits 4 Social 


your turn 7 


Security Contributions) 4 Transfer Payments 
Personal Income - 770 — (10 z 5) -. 12 


Personal Income - 767 


Disposable Income z Personal Income — Direct Taxes 
Disposable Income - 767 — 40 
Disposable İncome - 727 
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The follovving table includes nominal and real GDP 
values and Consumer Price Index (CPI, 2003 — 100) 
numbers for years 2015 and 2016. Revlevv the table 
carefully, then calculate nominal and real GDP increase 
rates for the 2015-2016 period in Turkey and try to find 
the relation betvveen this value and CPI change rate 
during the same period. 


Nominal Real 
YELƏ cp” 
GDP” GDP”” 


(” million TL, (“”) 2003 prices, (”””) refers to 


Consumer Price Index 


"The nominal and real GDP grovvth rates are calculated as about 10.896 and 
2.196, respectively. Since nominal GDP grovvth rate is higher than that of real 

2 your turn 8 GDD vve can easily realize that there is an inflation problem in the country. 
In fact, CPI (as a basic indicator for inflation) during the same period has 
increased 8.506 by indicating this problem. 


“UD no, 10) SUƏMSUV pəlsəbBns 


According to Turkish Tax Inspection 

Board 2016 Annual Report, tax fraud 

during 2015 in Turkey reached high 

levels according to the results of tax 

auditions. These results prove that, -— 

on average, tax payers declare only ulaq 

half of their actual income. VVhat does this fact tell you about 
the magnitude of informal economy and GDP in Turkey? 


According to inspection results, that much vviden tax evasion shovvs us that the 
informal economy is also vvidespread in Turkish economy. The determination 
that tax payers declare only half of their earnings in their income tax return 
given to government indicates that the undeclared part of earnings has been 
— left out of GDP accounts. Moreover, undeclared earnings are not the only 
—. source of informal economy. Ifyou think that illegal activities are not included 
in GDP accounts, you can conclude that the scale of informal economy in 
Turkey reaches easily to more than 5006 of official GDP figures, If vve use 
more concrete terms, per capita income in 2016 is not 11,900$ but 17,850$ 
provided that the above calculations are true. 


Basic Concepts and National income Accounting 
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Learning Outcomes 


Chapter 2 


İ After completing this chapter, you vvill be able to, 


Analyze the factors that determine consumer 
expenditures and savings, 


Describe hovv government expenditures are 
included into the analysis, 


İnterpret the aggregate expenditure function. 


€oı 


Chapter Outline 


İntroduction 

Consumption and Saving 
İnvestments 

Government Expenditures 

Net Export 

Aggregate Expenditure Function 


Determination of 
National İncome 


? Explain the factors that determine investment 
expenditures, 


İ Analyze the factors that determine net exporis, 


Key Terms 
Consumption Function 
Saving Function 
Marginal Propensity to Consume 
Marginal Propensity to Save 
Autonomous İnvestment 
Net Export Function 
Aggregate Expenditure Function 
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INTRODUCTION 


VVhile economies experience rapid increases in 
production for a certain period, they also suffer 
serious contractions in production for other periods. 
"This is a valid economic reality for all economies. In 
this chapter, vve vvill try to find an ansvver to the 
question of vvhy economic recession emerges in a 
fevv years after an economy experiences a certain 
period of prosperity. Naturally, fluctuations in 
economic activity are also a determinant for other 
macroeconomic problems such as unemployment 
and inflation. VVe need to knovv hovv the level of 
production or income in a country is determined 
so that vve can understand the causes of these 
problems and their solutions. For this purpose, vve 
vvill examine in detail the factors (other than price 
level) that determine expenditures in a country. 


4“ important 


o 
To simplify our analysis here, vve vvill assume 
that the overall level of prices is fixed. VVe 
realize of course that this assumption is 
not realistic and vve vvill change it later 
in Chapter 6. Hovvever, at this point of 
studying macroeconomics vve need to make 
such assumptions for the sake of simplifying 
complex real vvorld events. 


"The assumption that prices are constant means 
that the level of total production in the country is 
infinitely flexible. According to this approach, vvhich 
vvasincluded inthe economictheoryby lohn Maynard 
Keynes during the Great Depression, there is alvvays 
an idle capacity to meet the increasing demand in 
the economy. This means that the level of production 
vvill be determined by demand (the demand here is 
the effective aggregate demand), in other vvords 
by aggregate expenditures. "The assumption that 
prices are constant also means that there is an 
unemployment and idle production capacity in the 
economy. İn such an environment, firms can increase 
production by employing more vvorkers vvithout 
incurring any additional cost and this does not exert 
any pressure on prices to increase. Keyness proposed 
model during the Great Depression is a valid model 
because of the presence of higher unemployment and 
idle capacity in the economy. İn other vvords, Keynes 
is concerned vvith determining the level of income 


and production instead of determining the price level 
and inflation problem. 


CONSUMPTION AND SAVING 


Households use the income they earn in three 
different vvays. They can spend their income for the 
consumption of goods and services, saving money 
and paying taxes. Ifvve consider that the tax, vvhich 
vvill be included in the model later, is not the case 
at this stage, the income (Y) vvill be equal to the 
sum of consumption (C) and savings (S): 


Y-C-s 


"Therefore, the portion of income that is not 
consumed can be defined as savings. İt is not 
possible to distinguish betvveen the factors that 
encourage consumption and those that encourage 
savings, vvhich vve are interested in. 


"The main factor determining the consumption 
expenditures to be made in a given period is the 
income level. Along vvith the increase in income, 
the desire and purchasing povver of households to 
make consumption expenditures also increases. 
"This linear and positive relationship betvveen 
income and consumption expenditures is called 
consumption function. İn Figure 2.1 belovv, the 
relationship betvveen income and expenditure 
in Turkey confirms the concept of consumption 
function. İn the figure, the income — consumption 
relation for Turkey is shovvn for the period 1998 — 
2017 by placing consumption expenditures on the 
vertical axis and GDP on the horizontal axis. Fach 
point in the graph represents the intersection point 
of income and consumption values for each year. 
"This relationship betvveen income and consumption 
expenditure can be shovvn graphically on the line 
through the points. Note that not all of the points 
are located on this line. Some are scattered around 
it, Hence, there is no problem for using this line 
that represents the relationship betvveen income 
and consumption. To simplify our analysis, vve vvill 
also regard the consumption function as a İine. 


Consumption function refers to the positive 
İinear relationship betvveen income and 


consumption expenditures 
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Consumption "The consumption function is the most 
important component of the modern 
macroeconomic theory. Consumption 
function is vvidely used by economists 


800 to predict an economy/s progress and 
700 the behavior of economic agents. İn 
order to examine the relationship 

.. betvveen income level and consumption 
500 expenditures in detail, it vvould be useful 
400 to vvork on a consumption function 
similar to the one in Figure 2.1. VVhile 

. GDP the horizontal axis shovvs the income 
level and the vertical axis shovvs the 

600 1100 1600 2100 consumption expenditures in Figure 


Figure 2.7 Income - Consumption Relation in Turkey (1998-2077) 2.2, the line shovvs the representative 
consumption function. In other vvords, 
vvhen the income of an economy is zero, 

consumption expenditures are 300 TL. As the income rises, consumption expenditures also rise. For 
example, vvhen the income rises to 1,000 TL, consumption expenditures also increase to 1,000 TL. The 
İinear function dravvn to shovv this positive relationship betvveen income and consumption expenditures is 
denoted by C representing consumption function. "he second line denoted vvith 45” in the figure makes 
45-degree angle to both axes. From novv on, vve vvill call it the 45” line. The most important feature of 
the 45” line is that every point on this line expresses the same value in the horizontal and vertical axes. 
For this reason, the 45 ” line in the figure shovvs all the points vvhere consumption is equal to income. 
In other vvords, the point at vvhich the 45” line intersects vvith the consumption function vvill give us the 
income level that is fully consumed, i.e., C z Y. According to the figure, this income level is 1,000 TL. 
Since the consumption expenditures at this income level are 1,000 TL, the amount of savings defined as 
the unconsumed part of the income is zero. According to the figure, positive savings is only possible above 
this income level (1,000 TL), vvhere the 45” line lies above the consumption function (i.e. consumption 
expenditure is less than income). For this reason, the savings in the economy can be measured by the 
vertical distance betvveen the 45” line and the consumption function. For example, vvhen income reaches 
5,000 TL, consumption expenditures rise to 3,800 TL and savings vvill be 1,200 TL. 
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Figure 2.ə Consumption and Saving Functions for a Representative Economy 


Saving function also refers to the relationship betvveen income level and savings. Section (b) of Figure 
2.2 shovvs the saving function (S). VVhen the income is 1,000 TL, the consumption expenditures are 
1,000 TL, so the savings are zero. VVhen the income exceeds this level, savings are starting to increase. 
Note that at İovv income levels belovv 1,000 TL, consumption expenditures are more than the income. If 
a household spends more than its income, it has to cover the excess of expenditures by borrovving or using 
the savings made before. This is called negative saving. According to section (a) of Figure 2.2, there is a 
negative savings in the region vvhere the 45" line is belovv the consumption function, i.e., vvhere income 
falİs vvithin zero and 1,000 TL. "The negative savings are also measured by the vertical distance betvveen the 
consumption function and the 45” line. Negative saving occurs in the region vvhere the saving function (S 
line) is belovv the income axis according to section (b) of Figure 2.2. For example, if income is zero, the 
amount of savings is -300 TL. 


Saving function is the relationship betvveen Negative saving is the part of the 


income level and saving. expenditure that exceeds the income. 
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Note that even if the income level is zero, consumption expenditures are positive. This shovvs that there 
is a part of the consumption expenditures that is not related to income. "This part of the consumption 
expenditure, vvhich is independent of income, is called autonomous consumption. According to section 
(a) of Figure 2.2, vvhen the income is zero, it is understood that there is an autonomous consumption 
expenditure of 300 TL in our representative economy. 1n 
other vvords, the amount of the autonomousconsumption of 
300 TL refers to the level of consumption expenditure vvhich 
can change depending on the factors other than income. At 
the point vvhere the consumption function intersects the 
vertical axis, the value of consumption expenditures vvill 
shovv the amount of autonomous consumption. 


Autonomous consumption is the portion 


of consumption expenditures that is 
independent of income. 


Marginal Propensity to Consume and Marginal Propensity to Save 


Consumption expenditures are composed of the sum of autonomous consumption and consumption 
expenditures related to the income (induced consumption). As vve discussed above, an increase in the 
level of income also increases consumption expenditures 
related to income. This relationship betvveen the change in 
Marginal propensity to consume is the income and the change in consumption is called marginal 
ratio of consumption change to income propensity to consume (MPC) and is defined as the ratio 
change. of consumption change to income change: 


change in consumption AC 


ən change in income — AY 


"The first and second columns in Table 2.1 belovv are data used for the consumption function previousİy 
shovvn in Figure 2.2. According to our example, consumption expenditures increase by 700 TL in return 
for increase of every 1,000 TL in income. This means that consumers spend 70 percent ofevery incremental 
income they earn: 


MPC Ə 0.70 
1000 


Table 2.4 Marginal Propensity to Consume and Marginal Propensity to Save 


Marginal Marginal 
Propensity to Propensity to 
Consume Save 


(MPC) (MPS) 


İncome Consumption Savings 
(Y) (C) (S) 


o 0) o) o. os... 
ə) x su ) o). os. 
əl ə o 1 on) o, 


5000 3800 
6000 
5200 
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"The marginal propensity to consume is a 
concept of hovv much consumption vvill change 
vyhen income changes. Similarly, marginal 
propensity to save (MP8) reveals the relationship 
betvveen the income change and the saving change 
and is calculated as the ratio of the saving change 
to the income change: 


Marginal propensity to save is the ratio of 


the saving change to the income change: 


change in savings AS 

MPS ————-— — 

change in income AY 
According to Table 2.1, savings increase by 300 
TL in return for every increase of 1,000 TL in 
income. İn other vvords, 30 percent of the income 
increase in each income level is devoted to savings: 


MPS — ə 0.30 
1000 


In ourexample, MPCand MPS remain constant 
at cach level of income. This is the result of the 
İlnearizing consumption and saving functions. On 
the other hand, the sum of marginal propensity to 
consume and marginal propensity to save has to be 
equal to 1 since the income that is earned must be 
consumed or saved: 


MPC 4“ MPS-1 


Consumers vvill save up to the remaining 30 
percent as they vvill consume 70 percent of the 
additional income they earn. 


“4 important 
o 


Marginal propensity to consume is the slope of the 
consumption function and marginal propensity to 
save is the slope of the saving function. From your 
Introduction to Economics-l course, remember that 
the steeper the function is, the higher the slope vvill 
be. For example, starting from the same autonomous 
expenditure level, from tvvo different consumption 
functions, the steeper one vvill have a higher slope. 
"Therefore, the MPC, this consumption function 
represents vvill be higher relative to the other one. 


Average Propensity to Consume 
and Average Propensity to Save 


İnstead of analyzing vhat proportion of income 
change is devoted to consumption, vve may be 
interested in hovv much of the income is consumed 
and saved. İn order figure out these ratios, vve need to 
use the concepts of average propensity to consume 
and average propensity to save. Average propensity 
to consume (APC ) is the portion of income that is 
spent for consumption and is calculated as: 


Consumption € 
income Y 


Average propensity to consume is the ratio 


of consumption expenditures to income. 


Average propensity to save (APS), on the 
other hand, is the portion of income that is saved 
and is calculated as: 


Savimngs $ 
APŞ— ———— 
Imecome Y 


Average propensity to save is the ratio of 


savings to income. 


Table 2.2 belovv shovvs the average propensity to 
consume (APC) and the average propensity to save 
(APS) values calculated by means ofthe data used to 
obtain consumption and saving functions in Figure 
2.2, vvhich vve have already examined. According 
to table, the ratio of consumption expenditures to 
income, namely APC, is equal to 1. "This is because 
consumption expenditures are 1,000 TL vvhen the 
income is 1,000 TL. "he APS value is zero because 
the amount of savings at this level of income is zero. 
In fact, if vve knovv one of the APC or APS values, 
there is no need to calculate the other. The income 
earned should be consumed or saved. For this reason, 
the sum of the portion of consumption divided to 
income and the portion ofsavings divided to income 
has to be equal to 100 percent. This also means that 
the sum of these tvvo ratios must be equal to 1: 
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APC APS-1 


For example, if the income is 6,000 TL, the consumption expenditure is 4,500 TL, so APC - 
4,500/6,000 - 0.75. Since “APS - 1 - APC”, it can be easily calculated as APS - 0.25. 


Table ə.? Average Propensity to Consume and Average Propensity to Save 


Average Average 


: : Propensity to Propensity to 
Consumption Savings Consume ave 


(Q (5) (APC) (APS) 


0 0 o) o. o. 


— so 1 xo. su )l om. os... 
əl o) s zs 02. 


VVhen vve examine Table 2.2, it is seen that the average propensity to consume decreases as income 
increases. "The reason for this is that households only allocate a certain part of the increase in income to 
consumption. As a matter of fact, the consumption function in section (a) of Figure 2.2 increases more 
slovvly than the 45” line. Remember that at every point on the 45” line, the consumption expenditure is 
equal to income. İn this case, the consumption function shovvs that consumption expenditures vvill increase 
as income increases, but this increase vvill be lovver than income increase. As income rises, consumers save 
more if they devote a smaller part of the income increase to consumption. As a matter of fact, vvhen Table 
2.2 is examined, it is seen that the average propensity to save increases as income increases. 


Factors that Effect Consumption Expenditures 


"There are different factors that influence the consumption decisions of households. Some of these 
factors are not related to income. "hese factors are shortly revievved belovv. Hovvever before going further, 
let us remind you an important point: In the previous chapters vve used a tvvo-axis graph to highlight 
consumption expenditures as a function of income. Therefore, a change in consumption expenditures as a 
result of a change in income is shovvn an upvvard or a dovvnvvard movement along vvith the consumption 
function. Changes in factors that affect consumption other than income are changes in autonomous 
consumption. İn this case the consumption function shifts dovvnvvard or upvvard as a vvhole. Novv vve can 
turn to principal factors that affect consumption expenditures. 


Disposable Income: As vve mentioned earlier, the main factor that determines consumption 
expenditures is income level and there is a positive relationship betvveen consumption and income as 
indicated by the consumption function. İn principle, the income of households is measured by current 
disposable income. Hovvever, at this stage, vve do not include taxes in our model, so there is no significant 
difference betvveen current disposable income and current GDP or current income. VVe vvill also consider 
the effect of changes in taxes vvhen vve incorporate them in the next chapter of our book. Here, the 
term “czzrrent income” means income obtained in the current period. Past income or future income may 
also affect consumption expenditures. Hovvever, their impact on consumption vvorks through vvealth or 
expectations of households, not through the current period8 income. 
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VVealth: VVealeh is the value of) all assets 
that households have. "These include houses, 
automobiles, bank accounts, stocks and all kinds of 
assets such as income expected to be obtained in the 
future. VVhen the vvealth of households increases, 
the available resources that can be allocated for 
spending increase, too. As a result, the amount of 
consumption expenditure at each income level vvill 
increase. "This is shovvn in Figure 2.3, vvhere the 
consumption function shifts to position C, from 
position C. VVhile the autonomous increase in 
consumption causes the consumption function to 
shift upvvard, the intersection point of consumption 
function on the vertical axis increases from 600 
TL to 1,000 TL, indicating that autonomous 
consumption at each income level increases by 400 
TL. Since households” vvealth has increased, they 
vvill spend a greater part of their current income 
and save less. "This is illustrated by the fact that the 
saving function in part (b) of Figure 2.3 is shifted 
dovvn from position S to position SI. A higher 
vvealth increases the negative savings of households 
at each income level and there is a negative saving 
at every income level belovv the income level of 
5.000 TL after vvealth increase. 


VVealth is the monetary value of all assets 


that households have. 


A decrease in vvealth vvill have an effect in the 
opposite direction. For example, it is knovvn that 
there is a decrease in the value of total vvealth in 
Turkey after the 2001 economic crisis. As a result, 
consumption expenditures also declined in 2001. 
"The consumption function in Figure 2.3 shifts 
dovvn from position C to C), indicating a decrease 
İn autonomous consumption. Hovvever, the 
fact that the saving function shifts upvvard from 
position S to position S, indicates that there is 
an increase in autonomous savings. As a result of 
this change, households novv spend 400 TL less, 
but save 400 TL more at each İevel of income. 
According to the figure, vvhile the autonomous 
consumption decreased from 600 TL to 200 TT, 
the autonomous saving increased from -600 TL to 
-200 TL. 
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Figure 2.3 Autonomous Shifts in Consumption and 
Saving 


4“ important 


o 
Notice that the changes in the autonomous 
components parallelly shift the consumption 
and saving functions up or dovvn. 


Expectations: Another important factor for 
determining consumption is the expectations 
about future income, prices and vvealth. For 
example, if consumers expect a stagnation in the 
economy, they expect that they vvill lose their fobs 
or their vvorking hours vvill be reduced. In this case, 
they vvill reduce their consumption expenditures 
and therefore they vvill save more. İn this case, the 
consumption function vvill come from position C 


-. 
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to position C, or the saving function vvill come 
from position S to position S, in Figure 2.3. If 
consumers are optimistic about the future, an 
autonomous increase vvill occur, causing the 
consumption function to shift from C to C, or the 
saving function to shift from S to S.. 


Expectations are subyective opinions about the 
future. İt is therefore extremely difficult to observe 
and measure them. "This causes different problems 
in terms of analyzing the effects of expectations on 
consumption. For this reason, expectation surveys 
are periodically conducted by policy-makers and 
expectations are monitored in this vvay. 


Demographic Factors: VVhen the other factors 
effecting consumption are assumed to be constant, 
an increase in population vvill increase consumption 
expenditures. Here, both the increase in the number 
of people in the country and the changes in the age 
composition of the population have an effect on the 
consumption expenditures. VVhile the size of the 
population affects the location of the consumption 
function, the age composition of the population has 
an effect on the slope of the consumption function. 
Other factors being constant, an increase in the size 
of population İeads to an increase in autonomous 
consumption, and therefore the consumption function 
shifts upvvard. Considering the age composition ofthe 
population, it is knovvn that the young population 
spends more on durable consumption goods and 
therefore the young population has a higher marginal 
propensity to consume than the elderly population. 
Since the slope of consumption function is measured 
by MPC, the rising share of the young people in total 
population vvill make consumption function steeper. 


your turn - 
If you are familiar vvith 
economy related pages of 
nevvspapers, it is generally 
said that the saving ratio 
of the society is İovv. 
Hovvever, it is sometimes 
clalmed that in order 
to solve the economic 
dovvnturn, consumers 


spending should increase 


in economy”. Hovv can you 
explain this puzzle? 


INVESTMENTS 


İnvestment expenditures cover the expenses 
incurred by firms in capital goods and inventories. 
Among the aggregate expenditures, investments 
are the most volatile one. 


Autonomous investments 


VVhen examining the determination of national 
income in an economy, vve vvill assume that the 
investments are autonomous to simplify the 
analysis, i.e. independent of the current income 
level. Hovvever, this does not mean that vve assume 
that investments are fixed at a certain level, There 
are a number of factors that cause investment 
spending to change. VVe assume that GDP is not 
one of these factors. In this case, vve can dravv 
autonomous investment expenditures parallel to 
the horizontal axis. "İhis means that if the income 
increases or decreases, the autonomous investment 
expenditures vvill not be affected. In Figure 2.4 
belovv, the investment function (line 1) shovvs that 
investments at each income level are equal to fixed 
quantity. The investment function vvill change 
autonomously vvhen the factors that determine the 
level of investment that vve vvill discuss belovv are 
changed. İn the case of an increase in investments, 
the function vvill shift upvvard (e.g. it moves from 
position 1 to position 1)). In the case of a decrease 
in investments, the function vvill shift dovvnvvard 
(e.g. from position 1 to position 1)). 


Autonomous investments refer to the 


level of investment expenditures vvhich is 
determined independent of income. 


İncrease in Investment 


İnvestment (1) 


Decrease in Investment 


İncome (Y) 


Figure 2.4. Investment Function 
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Factors Determining İnvestments 


VVe have already stated that investment 
expenditures are made up of expenditures of firms 
on capital goods and stocks, Capital goods are 
the equipment they need to carry out production 
activities and the buildings that firms have. Stocks 
are composed of final unsold goods. Stocks may 
be planned or unplanned. For example, a tire firm 
vvill start to have enough vvinter tires in stock from 
the autumn to meet the vvinter tire demand vvhich 
is expected to intensify in the vvinter months. 
Othervvise, the firms inadequate stock operation 
can İead to a reduction in sales and İoss of revenue. 
For this reason, the investment made by this firm is 
a planned inventory investment - that is, a stock 
change. If the firm vvants to keep as fevv unsold 
vvinter tires as possible in its stocks until the month 
of February, and there are still unsold vvinter tires 
in February vvhen it comes, this is an unplanned 
inventory investment. Unplanned stock changes 
can be regarded as a sign shovving that sales are 
not as good as expected and that there is too much 
production in the previous period. 


Planned inventory investment is the 
planned change in stocks. 


Unplanned inventory investment is the 


unplanned change in stocks. 


Both types of inventory investments or stock 
changes are considered investment. Hovvever, only 
planned investments, together vvith other planned 
expenditures, are effective in determining the 
level of equilibrium production in an economy. 
Unplanned investments and undesirable stock 
changes do not have any impact on the equilibrium 
level of income. For this reason, economists are 
interested in factors that affect planned investments. 


Interest Rate: The investment obiective of 
a firm is to be able to obtain profit from this 
investment. For this reason, the higher the expected 
profitability of the investments is, the higher 
the investment amount vvill be. The main factor 


determining vvhether an investment is profitable 
is the interest rate. Interest rate can be defined as 
the cost of borrovving funds. A large part of the 
investment expenditures made by the enterprises 
is covered by borrovving, If the cost of borrovving, 
i.e., interest rate, investment 
proyects vvill become profitable. Accordingly, vvhen 
the interest rate increases, investment expenditures 
vvill decrease and vvhen the interest rate falls, 
investments vvill increase. 


increases, fevver 


Interest rate is the cost of borrovving funds. 


Expected Profit: VVe have stated that firms are 
aiming for profit from investing, İt is clear that the 
profit to be gained from an investment that a firm 
vvill realize is not certain. For this reason, in order to 
determine the appropriate amount of investment, 
firms use economicanalyzing techniques to estimate 
the cost of the investment and the revenue to be 
obtained from that investment. For this reason, the 
factor that determines the amount of investment 
is the expected profitability of investment. There 
are a number of factors that affect the expected 
profitability of investments. These include, for 
example, entry of nevv firms into the market, 
political instability in the country, nevvly enacted 
lavvs, taxes or tax advantages provided by the 
government and general economic conditions in 
the vvorld. 


Technological Change: One ofthe maindriving 
forces behind nevv investments is technological 
change. Realizing the production of a nevv product 
or using a nevv production technology can be 
extremely important in terms of staying vvithin the 
industry. Technology is important for companies as 
it increases productivity at each stage in production 
processes. "he use of technology also contributes to 
a reduction in production costs. 


Cost of Capital Goods: Another factor that 
affects investment expenditures is the cost of capital 
goods. As the price of capital goods increases, 
the expected profitability of the investment vvill 
decrease and a contraction in investment volume 
vvill occur. One ofthe factors that cause rapid change 
in the cost of capital goods is the governments tax 
policy. The investment incentives provided by the 
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government (i.e., the tax deduction of the cost of 
the investment) vvill affect the cost as vvell as the 
amount of investment. İn this sense, a reduction in 
the cost of the investment vvill result in an increase 
in investment expenditures. 


Capacity Utilization: If a firm intensively uses 
the capital stock that it ovvns, it vvill vvant to add 
that stock. Hovvever, if part of the current capital 
stock is idle, the firm does not tend to make any 
increase in the capital stock it ovyns. VVhen vve look 
at the economy asa vvhole, the fact that the current 
capacity is used at a higher rate vvill put pressure 
on the increase of capital goods production and 
the expansion of productive capacity. On the 
other hand, vvhen the capacity utilization rate is 
İovv (that is, the amount of plants and equipment 
that are idle in the economy increases), investment 
expenditures vvill also tend to decrease. 


s 
your turn 


In a diagram vvhere interest 
rate on the vertical axis 


and investment amount əri, 
on the horizontal axis, “ST” nç 


obtain a curve by using 
the relationship betvveen 
interest rate and quantity 
of investment. Hovv vvould 
you interpret the slope of 
this curve? 


GOVERNMENT EXPENDITURES 


In this chapter vve vvill look at hovv government 
expenditures can be incorporated into the aggregate 
expenditure process. Government expenditures are 
included in the aggregate expenditure function 
vvith the assumption that they are autonomous. 
The reason for this is that the government 
expenditures to be realized in the current year are 
determined in the public budget of the previous 
year. VVe vvill also assume here that the expenditures 
made by the government for goods and services 
purchases are independent of the current income 
level in the country, i.e., public expenditures are 
autonomous. In Figure 2.5 belovv, autonomous 
government expenditures are dravvn vvith a straight 
line parallel to the horizontal axis indicated by G. 


42. 


If government authorities increase the expenditure, 
the G İine actually shifts upvvard to position G/,. 
If the expenditures are reduced, the G line shifts 
dovvnvvard to G,. 


ə) 
o İncrease in 
—- ” 
Pp Government Expenditures G 
gəl 1 
c 
51 
x G 
LLI 
. 
ni İ G 
: 2 
- Decrease in 
Ğ Government Expenditures 
əl 
İncome (Y) 


Figure 2.5 Government Expenditures 


NET EXPORT 


"The last component of aggregate expenditures 
is net export, shovving net expenditures betvveen 
countries, Net export is the difference betvveen 
revenue obtained by exporting goods and services to 
foreign countries and payment made by importing 
goods and services from foreign countries. İf net 
exports take a positive value, the country has a 
surplus in foreign trade. If net exports have a 
negative value, the country vvill have foreign trade 
deficit. For example, Turkey has been a country 
having foreign trade deficit for many years: that is, 
her export volume is less than her import volume. 


Export 


"The sale of goods and services produced in a 
country to other countries is called export. There 
are a number of factors that determine the export 
volume of a country. These include income levels, 
preferences and prices of similar goods in other 
countries. Limitations that governments put on 
international trade and the exchange rates can also 
affect the export volume. Hovvever, since exports 
are independent of the current domestic income, 
vve vvill regard exports as autonomous. As a result of 
this assumption, it is seen that the value of export 
is 500 TL at each income level of our economy as 
shovvn in Table 2.3 belovv. For example, an increase 
in the income of other countries vvill create an 
increase in the export volume of our representative 
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economy, vvhich vvill increase consumption expenditures in 
foreign countries. On the contrary, a decrease in the income 
levels of other countries vvill result in a contraction in the 
export volume of the home country. 


Export is the amount of goods and services 


produced in the home country and sold to 
other countries. 


Table ə.3 Sample Export and import Table 


İncome Net Export 


İmport 


"The amount of goods and services purchased from other countries is called imports. The amount of 
imports is also determined by preferences, restrictions imposed on international commercial activities 
and exchange rates. Hovvever, the income level of the home 
country is also important here. The increase in the income 
level of the home country has a positive effect on demand 
of foreign as vvell as domestic goods. As seen in Table 2.5 
above, the import volume of the country increases vvith 
income. By using the concept of marginal propensity to 
import, vve measure the extent to vvhich the amount of 
Marginal propensity to import is the ratio ) imports changes depending on the changes in income, "The 
of change in import to change in income. marginal propensity to import (MT1) is the ratio of the 
change in import to change in income: 


İmport is the amount of goods and services 
purchased from other countries. 


change in import AlM 
change in income AY 


MPI — 


"The marginal propensity to import calculated for the representative economy according to Table 2.3 
is 0.10. Regarding this value, the increase of every 1000 TL in income led to an increase of 100 TL in 
import. 


Net Export Function 


"The last column of Table 2.5 contains the net export values defined as the difference betvveen exports 
and imports. Remember that vve assumed export amount as autonomous (independent from domestic 
income) and imports increase depending on the increase in income. For this reason, the net export volume 
vvill decrease as income increases. Given this tendency of net export it is possible to dravv the net export 
function (NX) as in Figure 2.6. "his tendency of the net export function, vvhich shovvs a decreasing 


25 
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sloping pattern, is actually equal to the marginal 
propensity to import. Another feature of the net 
export function is that it is the only component 
that can have a negative value in aggregate 
expenditures. VVe have already mentioned that the 
negative net export value can emerge in cases vvhere 
the import volume of the home country exceeds 
her export volume. Net export function vvill move 
up or dovvn depending on changes in income 
levels, prices of similar goods, preferences of other 


your turn 


Dravv a net export 
function on a diagram 
and shovv the effect of 
each of the follovving 
changes on the net export 
function in the figure: 


countries, restrictions imposed by governments " German government 
on international trade and foreign exchange rates. has introduced nevv 
For example, an increase in the income of other restrictions on importing 
countries causes an increase in the export volume from Turkey. 


of the home country and by raising the net export "The income level in 
volume, it shifts the net export function upvvard. Turkey has increased. 


In European countties, 
Turkey most important 
foreign trade partners, 
the level of income has 


z decreased because of an 
E economic slovvdovvn. 
əs 
x 
do 
z GDP (Y) 
NX (Net Export) 


Figure 2.6 Net Export Function 


AGGREGATE EXPENDİTURE FUNCTİON 


"The aggregate expenditure function is obtained by summing up each of the planned expenditure 
functions described above. Aggregate expenditures (AE) are composed of consumption (C), investment 
(İD), government expenditure (G) and net export (NX): 


AF-Cr13:G4NX 


"The table accompanying Figure 2.7 shovvs each of the expenditures realized in our representative 
economy and the total expenditure volume. İn the first column of the table, the real income data is given, 
vvhereas in the second through fifth columns, each type of expenditure is given separately. In the last 
column of the table, the total amount of expenditures in each income level is shovvn. 


"The aggregate expenditure function (AE) can also be obtained graphically vvith the vertical aggregation 
of individual expenditure functions. If vve first dravv the consumption function (C) and add the 500 TL 
planned autonomous investments at each level of income, vve obtain the C 4 1 curve. Then if vve add 700 
TL planned government expenditures at each level of income, vve get the C 4 I 4 G curve. Finally, by 
adding the net export function that vvill be realized at each level of income, the C 4 1 4 G 4 NX curve or 
the AE function is attained. 
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C--G 


Y c I G NX AE 

6000 Cc 10 300 500 700) 500 1 2000: 
.-— i 1000 1000 500 700 400 2600 
bi. 
3000 

5000 3800 500 700 0 5000: 
ıı 
ib 


1000 2000 3000 4000 5000 6000 7000 


Expenditures 


İncome (Y) 


Figure 2.7 Aggregate Expenditure Function 


VVhen vve carefully examine the figure, vve see 
that the functions C, C 4 Land C 4 4 G are 
parallel to each other. "This indicates that all of the 
mentioned functions have the same slope, vvhich 
is equal to the marginal propensity to consume. 
"That is vvhy 1 and G are autonomous in the model. 
On the other hand, the slope of the AE function is 
smaller than the slope of the other functions. The 


Y c l G NX 

reason is that the net export function has a negative 500 1 500 1 10 20 ) 60 
slope. V/hen vve add the NX function to the CA 14 İ 600 İ sgo İ 10 İ zü İ 40. 
. 7: the — . un. ... Çç7VÜ 
isinən horionul dum dhe 0: 196 anada KESİB RIN EUBİBSƏMHOMI 

According the macroeconomic equilibrium 900) 860 10 20 20 
concept, aggregate expenditures play a key role for 1000 950 10 20 -40 
the determination of production and income level 0000 nini 


of a country. İn the next chapter, vve vvill discuss : 
2 : “ .. : propensity to consume (MPC)? 
hovv macroeconomic equilibrium is achieved and 


vrhy and hovv it changes. VUhat is the value of the marginal 
propensity to save (MPS)? 


your turn 7 
By considering the table belovv, ansvver each 
of the follovving items. 


VVhat is the value of marginal propensity 
to import (MPD? 


VVhatis the totalamountofexpenditures 
to be made at each level of income? 


Dravv the aggregate expenditure 


function. 


Summary 
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Analyze the factors that determine 
consumer expenditures and savings. 


In an environment vvhere there are no taxes, the sum of 
consumption and savings vvill be equal to income. The main 
factor that determines the consumption expenditures to be made 
in a given period is income. VVhile this relationship betvveen 
income and consumption expenditures is knovvn as consumption 
function, the relationship betvveen savings and income is called 
saving function. The numerical effect of changes in income on 
consumption expenditure can be determined by the marginal 
propensity to consume and the effect on savings by the marginal 
propensity to save. Key factors affecting consumption include 
income, vvealth, expectations and demographic factors. 


Explain the factors that determine 
İnvestment expenditures. 


Investment expenditures are expenditures made by firms 
on capital goods and stocks. İn this model, investments are 
considered to be autonomous, independent of income level, 
Investment expenditures are mainly determined by interest rate, 
expected profit, technological change, cost of capital goods and 
capacity utilization rate. 


Describe hovv government expenditures 
are included into the analysis. 


Expenditures made by the public sector for purchasing goods 
and services are called government expenditures. In the model 
considered here, government expenditures are accepted as an 
autonomous component that is independent of income. 
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Analyze the factors that determine net 
exports. 


Net export is the difference betvveen the export and import of the 
home country. The factors determining the import and export 
are the income levels of the domestic and foreign countries, 
preferences, restrictions on foreign trade and exchange rates. As 
the amount ofimport increases together vvith the level of income 
in the home country, the net export amount decreases. 


Iİnterpret the aggregate expenditure 
function. 


"The aggregate expenditure function is the sum of each 
expenditure component. The slope of the aggregate expenditure 
function is lovver than the slope of the consumption function. 
"The reason for this is that the net export function included in 
aggregate expenditures has a negative slope. 


Areuuuıns 


Test Yourself 
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According to follovving 
figure, hovv much is the 
amount of autonomous 
consumption expenditure to 


be realized? : 


2000 4000 
a, 300 b. 1000 
c. 1600 d. 1900 


e, 3500 


VVhich of the follovving is the marginal 
propensity to consume for the consumption 
function in the İst question? 


a, 0.60 b. 0.70 


G-. Ü/S) d. 0.80 e. 0.90 


İS Hovv should the marginal propensity to save 
in the saving function obtained according to the 
consumption function of the İst question be? 


a, ÜLIS b. 0.20 


Ge, (25) d. 0.30 e. 0.35 


EZ In a model vvhere marginal propensity to 
consume is calculated to be 0.60, vvhat is the 
marginal propensity to save? 


a, 0.20 b. 0.25 


c. 0.30 d. 0.35 e. 0.40 


m In a model vvhere investments are considered 
as autonomous, vvhich of the follovving causes the 
investment line to shift upvvard? 


a, Decrease in interest rates 

b. Increase in income 

c. Termination of investment incentives 
d. Decrease in capacity utilization rate 


e. Pessimistic expectations of business vvorld about 
the future 


zi Hovv does an increase in government 
expenditures affect the aggregate expenditure (AE) 
function? 


a. An upvvard movement along the AE function 
b. A dovvnvvard movement along the AE function 
c. An upveard shift of the AE function as a vvhole 
d. A dovvnvvard shift of the AE function as a vvhole 
e. No effect on the AE function 


71 VVhich of the follovving is an unplanned 


investment? 


. Nevv equipment to meet increased demand 

. Unexpected increase in stocks 

. Activating a nevv production facility 

. İncrease in stocks to meet potential demand 
grovvth 

. Addition to production capacity because of 
investment incentive 


m VVhich of the follovving is the reason for 
dravving the C 4 I function parallel to he Ca 14G 
function? 


a, İncrease in consumption depending on GDP 
b. Lovv autonomous consumption expenditures 
c. Negative effect of interest rate on investments 


d. Existence of 
expenditures 


autonomous government 


e. Positive effect of income on investments 


nı VUhy is the slope of the C 4 1:4. G function 
different from the slope of the C k£ 14 G 2 NX 


function? 


a, Because of accepting government expenditures 

as autonomous 

. Because of accepting net export volume as 
autonomous 

, Because of obtaining a positively slopped net 
export function 

, Because ofaccepting investments asautonomous 

. Because of accepting a negative relationship 
betvveen income and net export 


VVhat is the value of marginal propensity 
to import to be calculated by using income and 
import values given in the follovving table? 
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If your ansvver is incorrect, revievv 
bə? : z X” 
Consumption and Saving” 


If your ansvver is incorrect, revievv 
“Marginal Propensity to Consume and 
Marginal Propensity to Save” 


If your ansvver is incorrect, revievv 
“Marginal Propensity to Consume and 
Marginal Propensity to Save” 


If your ansvver is incorrect, revievv 
“Marginal Propensity to Consume and 
Marginal Propensity to Save” 


If your ansvver is incorrect, revievv 
“Investments” 


ö.c 


7.b 


10.d 


If your ansvver is incorrect, revievv 
“Government Expenditures” 

If your ansvver is incorrect, revievv 
ee X” 

Investments”. 

If your ansvver is incorrect, revievv 
“Aggregate Expenditure Function” 

If your ansvver is incorrect, revievv 


“Aggregate Expenditure Function” 


Ifyour ansvver is incorrect, revievv “Import” 
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Suggested Ansvvers for “Your Turn” 
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İf you are familiar vvith economy related pages of 
nevvspapers, it is generally said that the saving 
ratio of the society is lovv. Hovvever, it is sometimes 
claimed that in order to solve the economic 
dovvnturm, consumers” spending should increase in 
economy”. Hovv can you explain this puzzle? 


People often think that saving is a good habit and that the more they save, the 
better offthey become. But this may not be truevvhen the economy is considered 
as avvhole. İn other vvords, it is not the right approach to think that vvhat is right 
for a person or for a party is also right for the vvhole economy. For this reason, 
it is often not safe to assume that a micro-based phenomenon is also valid at 
the macro level, "his feature of savings comes from the leakage characteristic 
your turn 1 of the income-expenditure stream. Hovvever, do not forget that there are also 
external additions to the income-expenditure stream. For example, one of these 
additions is investment expenditures. İf increased savings are used to finance 
investment spending, the economy vvill continue to grovv over time and income 
vvill increase. Hovvever, the problem mentioned in the question may arise if 
increased savings are not inyected into the economy through investments. "his 
problem is addressed in the next chapter under the name of saving paradox. 


İn a diagram vvhere interest rate on the vertical 

axis and investment amount on the horizontal axis, ə 
obtain a curve by using the relationship betvveen qan 
interest rate and quantity of investment. Hovv vvould 
you interpret the slope of this curve? 


m... 


VVhen the relationship betvveen the investments and the interest rate is plotted 
as interest rate on a vertical axis and investment amount on the horizontal 
axis, a curve similar to the one shovvn belovv vvill be obtained. "The fact 
that the interest rate and the amount of investment change in the opposite 
direction causes a negative sloping investment function to occur. For example, 
vvhen the interest rate falİs from 15 percent to 10 percent according to the 
follovving figure, the investment amount increases from 100 to 125 TL, vvhile 
the increasing interest rate from 15 to 20 percent decreases the investment 
amount from 100 TL to 75 TL. By marking these associations on a graph and 
combining the resulting points, vve get a negatively slopped curve. "he slope 
your turn 2 of this curve, therefore, reflects the inverse relationship betvveen interest rate 
and investment expenditures. 


Interest Rate (76) 


75 100 125 
İnvestments 
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Dravv a net export function on a diagram and shovv the effect of 
each of the follovving changes on the net export function in the 
figure: 
e German government has introduced nevv 

restrictions on importing from Turkey. 


" The income level in Turkey has increased. 

e In European countries, Turkey”s most 
important foreign trade partners, the level of income has 
decreased because of an economic slovvdovvn. 


In the net export function, you vvill dravv: 


a. This restriction introduced by the German government vvill cause a 
decrease in Turkey/s export volume, so the net export function vvill 
shift dovvnvvard, 


b. The increase in the level of income in Turkey vvill create a dovvnvvard 
movement along the curve because of the increase in the income- 
dependent part of imports, 


your turn 3 


c. A decline in Turkeys exports vvill occur due to the drop in the income 
of Turkey most important trade partners, European countries. This 
leads to dovvnvvard shift in net export function. 


“URL no, 40) SVƏMSUV pəşsəDbƏns 


Suggested Ansvvers for “Your Turn” 
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By considering the table belovv, ansvver each of the follovving items. 


Y c İ G NX 
ZE” RE"AE”RN”m 
o so lm s, 
ao vo lo zo) 0 
mn RELRERE 
/ on) əs in) zo) xo, 
e VVhat is the value of the marginal propensity to consume 
(MPC)? 
ə VVhat is the value of the marginal propensity to save (MPS)? 
ə VVhat is the value of marginal propensity to import (MP1)? 
s VVhat is the total amount of expenditures to be made at each 
level of income? 
Dravv the aggregate expenditure function. 


a, Marginal Propensity to Consume (MPC) - 0.90 
b. Marginal Propensity to Save (MPS) - 0.10 
. Marginal Propensity to İmport (MPTD - 0.20 


İncome Aggregate Expenditures 


your turn 4. 


Y 
100 200 300 400 500 600 700 800 900 1000 1100 
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Chapter 3 Equilibrium in the Economy 


İ After completing this chapter, you vvill be able to: 


o Describe the Classical and Keynesian opinions Expiain the equilibrium concept and the 
c about macroeconomic equllibrium in the importance of aggregate expenditures in the 
ə, economy, process of macroeconomic equllibrium, 
o 
-— 
zə) Analyze factors that cause changes in 
ə) equllibrium level of income (production). 
(ə)) 
s 
o 
.- 
avi 
hə 
Chapter Outline Key Terms 
İntroduction Equilibrium Level of GDP 
Macroeconomic Eqvilibrium Aggregate Expenditures 
Determination of Equilibrium Level of Income Leakages 
q . . 
İniections 


Changes in Aggregate Expenditures and 
Equilibrium Level of Income Saving Paradox 
Expenditure Multiplier 
Full Employment Level of Income 
Underemployment Level of Income 
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INTRODUCTION 


In the previous chapter vve focused on the 
factors that determine income or GDDP or aggregate 
expenditure in a country. İf vve can ansvver the 
question “VVhat are the factors that determine the 
GDP level of a country?”, it vvill be extremely easy 
to understand vvhy the periodic fluctuations in 
production occur. As you might recall, sometimes 
production in the economy has been increasing at 
a rapid pace and finding /obs has become relatively 
easy. From time to time, the production volume is 
shrinkingand many people may stay out ofvvorking 
life. Economists use different models to explain 
the reasons for these fluctuations in production. 
Hovvever, a common concept İies at the heart of 
all of these models: Macroeconomic equilibrium. 
"The equilibrium concept mentioned here is the 
point of equality like supply and demand equality 
in microeconomics. İn other vvords, equilibrium 
point shovvs that there is no tendency to leave once 
achieved. Macroeconomic equilibrium indicates 
an economic environment in vvhich income equals 
aggregate expenditures and there is no tendency to 
İcave this equalization point as far as autonomous 
expenditures stay constant. 


MACROECONOMIC 
EQUILIBRIUM 


In economics, economic equilibrium is the 
situation vvhere there is no tendency for an 
economic variable to deviate from this point. İn 
other vvords, vvhen vve talk about equilibrium vve 
refer an economic environment in vvhich economic 
agents do not change their decisions and behaviors 
as everything goes planned. "Tİhis indicates that 
planned decisions are being made appropriately 
and that no changes are needed. Hovvever, if 
the planned and actual situation do not match, 
economic agents vvill change their behavior and 
plan to harmonize them. İn fact, determination 
of equilibrium level of income or expenditures is 
also the process of reaching a situation in vvhich 
planned and realized are the same. 


VVhen examining the general equilibrium of 
the economy, our starting point is the concept 
of equilibrium described above. Hovvever, the 
approach of the Classical and Keynesian models, 
vvhich vve mentioned before, is different. These 
differences form an important aspect of our 


understanding of hovv macroeconomic equilibrium 
vvill emerge in subsequent chapters and courses. 


4 important 


Li 
Knovving the vievvs of Classical and 
Keynesian economics vvill provide you 
vvith a better understanding of the 
topics in this book and in your other 


economics related courses. 


Equilibrium in Classical Model 


In the equilibrium approach of the Classical 
model, thanks to the smooth operation of the 
market mechanism, the economy is in constant 
balance, that is, at full employment. "he classical 
model explains the continuous realization of 
employment in the economy, based on Says Lavv, 
vvhich states that “every supply creates its ovvn 
demand”. According to this lavv, a certain amount 
of income is generated as a result of the production 
of goods and services. This income is used again 
to buy goods and services. Firms purchase or İcase 
the resources required in the production process. 
"They pay their ovvners in the form of fees, interest, 
rents, and profits, The amount that the producers 
pay to the ovvners of the production factors has 
to be equal to the value of the goods and services 
produced. Here, the production factor consumes 
all the income that the ovvners have gained and 
everything produced is sold. Thus, according to 
Say/s Lavv, every supply creates its ovvn demand. 
İt is not the case that the aggregate expenditures 
are insufficient in terms of full employment level. 
In some economies, vvhen there is supply surplus 
or excess demand in some markets, the price 
mechanism is engaged and the market returns to 
the equilibrium level again. Therefore, the economy 
is in constant equilibrium. 


Sayis Lavv 


States that each supply creates its ovvn demand. 


"There may be some economic events that 
cause the failure of Says Lavv. For example, if the 
production factors vvant to save money rather 
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than spend a portion of their income, then the all 
return from productions of the firms vvill not be 
expended. "herefore, the quantity demanded for 
goods and services vvill be lover than the quantity 
produced. In case of production or suppİy surplus, 
firms vvill decrease their production and start to 
lay their vvorkers. This means that the economy 
diverges from the level of full employment. 


VVhen households decide to save a portion of 
their income, hovv vvill the necessary expenditure 
to be made ensure the complete purchase of the 
economy? production? "he Classics” ansvver to this 
question is that savings of the production factors 
are invested by the firms. Such a reduction in 
expenditure resulting from savings vvill be offset 
by investments. VVhat is important here is hovv the 
savings vvill be equal to investments. According to 
Classical economists, interest rate is the key variable 
to provide this equality. This interest rate, vvhich 
is determined on the loanable funds market, vvill 
change so as to ensure that the funds provided as 
a result of savings are equal to the funds requested 
for investments. End of this process, equilibrium 
interest rate rises in the market and the amount 
invested vvill be equal to the amount saved. 


The amount of goods and services produced 
in the economy varies not only vvith the aggregate 
expenditures, but also according to the prices the 
firms require for these goods and services. For 
instance, if there is an unsold part of production, 
companies reduce their prices to sell their 
products. All products are sold vvith decreasing 
prices and full employment production level 
is provided. Hovvever, in order to process in 
this vvay, it is necessary to reduce the prices of 
the production factors. "İhe reason is that the 
firms vvhose income has fallen because of falling 
prices are going to İose their profit if there is 
no decrease in the costs of production factors. 
Classical economists argue that in such a case, 
the prices of production factors vvill also fall due 
to the dynamics of perfect competition market. 
Equilibrium in the labor market vvill be provided 
at a İovver vvage level because of the flexibility of 
vvages and the competition among the vvorkers in 
the labor market. This equilibrium point is also 
the point of equilibrium vvhere full employment 
level is achieved in the labor market. 


Equilibrium in Keynesian Model 


"The vievvs ofthe classical modelvvhich guarantee 
full employment equilibrium vvere began to be 
questioned as a result of the long-term economic 
stagnation and the associated high unemployment 
during Great Depression that occurred in the 
1930s. In order to solve this problem, British 
economist )ohn Maynard Keynes argued that the 
economic equlilibrium, as put forvvard by Classical 
economists, does not mean that the level of full 
employment income is provided at the same time. 
According to Keynes, equilibrium income can 
be achieved at the level of underemployment or 
overemployment. VVhat is important here is the 
level of aggregate demand. Since it is difficult to 
change the production capacity that determines 
aggregate supply in the short term, the level of 
income depends on aggregate demand or aggregate 
expenditures. In other vvords, firms give their 
production decisions according to the expected 
aggregate expenditure or aggregate demand level. 
If the economic units plan to spend more, the 
sales expectations of the companies vvill increase 
and they vvill make more production. As it is seen, 
Keynes links the deviations from full employment 
to the inadequacy of aggregate expenditures in 
the economy. Accordingly, full employment in 
the economy can be achieved by an adequate 
level of aggregate expenditure. "Then, Keynesian 
theory criticizes the vievvs expressed by Classics on 
investment as a function of the interest rate and on 
vvage-price elasticity. 

"The Keynesian theory argue that the economy 
is not alvvays be at full employment equilibrium 
because flexible prices and vvages are not alvvays 
valid. According to this opinion, there are many 
factors that prevent vvages and prices from being 
flexible. For this reason, markets are moving avvay 
from fully competitive structure. İn some sectors 
the existence of firms that do not vvant to reduce 
prices may be the case. Prices in these sectors can 
remain at the same level for a long time instead of 
fallingvvhen there is a fall in demand or expenditure. 
Because of the existence of strong labor unions and 
long term vvage contracts, the same is also true in 
labor markets. 


According to Keynesian model, one reason 
vvhy equilibrium income is not alvvays at full 
employment level is that investment and saving 
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equality cannot alvvays be provided as Classics argue. "he reason for this is that the economic units 
that save and invest in the economy are generally different from each other. These economic units give 
savings and investment decisions for different reasons. For example, vvhen savings for households occur as 
accumulation for future days, firms” investment decisions are directed at expanding facilities or purchasing 
nevv capital goods to increase their profitability. In this case, it may not happen that savings at an income 
level that close to full employment equal investments. Savings can also İcad to an increase in the amount 
of money held, rather than being used for financing investments. İn this case, savings-investment equality 


vvill not be provided again. 


521 
your turn 


From everyday life, compare the 
assumption of Keynesian theory on 
vvage and price stickiness vvith the 


vvage and price flexibility of Classical 


theory by giving examples. 


DETERMINATION OF 
EQUILIBRIUM INCOME LEVEL 


Equilibrium level of income in the economy 
means that aggregate supply and aggregate demand 
are equal to each other. Aggregate supply refers to 
the amount of goods and services that are desired 
to be produced in the economy. At the same time, 
income from the sale of these goods and services 
is national income. Aggregate demand represents 
the level of expenditure that economic units are 
planning to make at various income levels. Therefore, 
the determination of equilibrium income and 
expenditure level for an economy is the period of 
determining the level of income and expenditure, 
vvhich is equal to vvhat is planned and realized. 


Equilibrium 


Is the point on vvhich there is no tendency 


to İcave. 


Hovv is the level of production and employment 
in theeconomy determined? According to Keynesian 
theory, the ansvver to this problem is aggregate 
demand or aggregate expenditure. Keynesian 
economy argues that equilibrium level of income 
is realized at the level vvhere aggregate demand 


equals aggregate supply. Since the economys short- 
term production capacity is difficult to change in 
the short-run, the effective factor that determines 
the short-run equilibrium level of income is 
aggregate demand. Aggregate demand is called 
effective aggregate demand, at the level vvhere the 
aggregate demand is equal to the aggregate supply. 
Accordingly, the level of equilibrium income that 
emerges shovvs the level of actual employment in 
that economy. For this reason, the determination of 
economic equilibrium based on aggregate demand 
or aggregate expenditure in the Keynesian model 
vvill also form the framevvork of our analysis of 
equilibrium income in this section. 


Expenditures and Income 


As mentioned earlier, vve can use the aggregate 
expenditure function to analyze hovv the level of 
equilibrium income is achieved. Aggregate demand 
is shovvn here as the aggregate expenditure function. 
"The aggregate expenditure function gives us the 
value of aggregate expenditures planned at different 
income levels. In the previous chapter, vve learned 
about the components of the aggregate expenditure 
in the economy and the aggregate expenditure 
function. Novv vve vvill explain hovv the aggregate 
expenditure (aggregate demand) determines the 
level of production. Here vve express the aggregate 
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demand as monetary quantity, not quantity of 
goods. Economic agents obtain the goods and 
services they demand by paying the cost, that is, by 
spending. If vve revvrite our aggregate expenditure 
function for an open economy, vve get: 


AE-C-a-1I:G-3NX 


According to equation above, aggregate 
expenditures (AE) are the sum of consumption 
expenditures (C), investment expenditures (1), 
government expenditures (G) and net exports 
(NX). The aggregate expenditure function shovvs us 
the level of spending at each income level. Again, 
lets recall that the higher the level of income, the 
higher the expenditures. In Figure 3.1, vve can see 
that the aggregate expenditure is on the vertical axis 
and the income or the GDP is on the horizontal 
axis, The AE line is the aggregate expenditure 
function that represents aggregate demand. The 
45” line also represents the aggregate supply in the 
economy. Geometrically, the values on the tvvo 
axes are equal to each other at the points on this 
45” line. Accordingly, the income and expenditure 
values of the tvvo existing axes vvill be equal on 
this line. Here again, let us remind an information 
from our first chapter: VVhen calculating GDB vve 
have stated that it has the same value in terms of 
revenue, expenditure, and production. İn that case, 
45” line on vvhich income and spending are equal 
to each other gives us the value of production at 
the same time. For this reason, vve use the 45” line 
as the aggregate supply line. Again, vve assume that 
aggregate supply is fixed for the short run. 


Aggregate supply and aggregate demand are 
equalized as production z income z spending 
equality is achieved at all points located on the 
45” line vve plot as aggregate suppİy line. In Figure 
3.1, point D at vvhich the aggregate expenditure 
function intersects vvith the 45” line gives the level of 
equilibrium income at vvhich the aggregate demand 
equals aggregate supply. Planned expenditures and 
production at this point are equal to each other. Y, 
income level is equilibrium income or equilibrium 
GDP level. Aggregate expenditures belovv the Y) 
equilibrium level of income is more than aggregate 
suppİy. İn this case, for example, a demand surplus 
arises as much as the EF at income level Y,. If 
Y5 income level is above Y, equilibrium income 
level, aggregate supply is more than aggregate 
expenditures, and there is excess supply as MN. 


58 


Equilibrium GDP Level 
is the level at vvhich planned aggregate 


expenditures are equal to GDP. 


459 


Exess Demand ıl AE 
( decrease in stocks : İ 

Exess Supply 
(increase in stocks ) 


Aggregate Expenditures (AE) 
m 


GDP (Y) 


Figure 3.1 Aggregate Expenditures — Production and 
Level of Equilibrium Income 


"The actual expenditures in the economy are 
alvvaysequal to theincomeand the production. These 
expenditures include stock variables. Depending on 
stock changes, investments automatically increase or 
decrease, so actual expenditures is alvvays equal to 
income, production or, GDD "This equality is not 
provided on the planned aggregate expenditures. 
Planned aggregate expenditures to be realized in 
the economy may not alvvays be equal to GDP or 
income. İn order to understand equilibrium concept 
vvell, vve should ansvver the follovving question: 
V/2at udll bappen if planned  expenditures are not 
equal to income? For example, vvhen the planned 
expenditure is greater than the value of current 
production, production vvill increase to meet 
the demand for goods and services. "İhe fact that 
aggregate expenditures are greater than GDP means 
that more than the amount of goods and services 
currentİy produced in the economy is planned to 
purchase. To meet this demand, firms sell goods 
and services that they have produced in the past 
and are vvaiting in stock. In other vvords, if the 
planned expenditures are greater than GDP firms 
stocks decrease. "The change in stocks compensates 
the planned expenditure exceeding the GDP Thus, 
actual expenditures, including unplanned changes 
in stocks, are equalized to GDP Decreasing stocks 
vvill cause firms to increase their production. "This 
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increase in production vvill cause an increase in 
income or GDP ff the total expenditures are less 
than GDD the entire goods and services produced 
in the economy vvill not be bought, and the stocks of 
the firms vvill start to increase. İn this case, firms that 
cannot sell the goods and services they produce vvill 
reduce their production. This decrease in production 
vvill lead to a decline in income or GDP. 


Using Figure 3.2, vvecan make a detailed analysis 
describing the above situation. In each point on 
the 45” line in Figure 3.2, aggregate expenditures 
are equal to GDP VVhen vve İook at the graph, the 
planned expenditures are equal to the GDP at the 
point vvhere the aggregate expenditures and the 
aggregate supply curve intersect. "his gives us an 
equilibrium level of GDP as 5,000 TL. "The fact that 
the aggregate expenditures are equal to GDP means 
that the aggregate expenditures in the economy is 
equal to the value of the realized production and 
the income generated in this process. As long as 
the planned expenditures are equal to GDB it vvill 
not shovv a tendency to increase or decrease. İn 
this case, the equilibrium level of the economy is 
the level of income-production vvhere the planned 
expenditures are equal to GDP Figure 3.2 shovvs 
that the level of equilibrium income for this 
representative economy is 5,000 TL. 


VVe can convert the analysis in Figure 3.2 into 
more detailed one by using the values in Table 3.1. 
First and sixth columns of Table 3.1 shovv GDP 
and aggregate expenditures (for different income 
levels) for this representative economy, respectively. 
Aggregate expenditures are obtained by summing 
up the expenditure components in the column 2 
through 5. Unplanned stock changes in column 7 
of the table give the difference betvveen GDP and 
aggregate expenditure. The negative value indicates 
the existence of excess demand vvhile the positive 
value reveals the excess supply. Accordingly, 
production in the economy vvill increase or 
decrease. The change in GDT in column 8 indicates 
the effect of production changes on GDD either as 
an increase or decrease. 


In Figure 3.2, the level of equilibrium income 
for the economy is 5,000 TL. If the GDP 
reaches 5,000 TL, the aggregate expenditures 
in the economy are equal to 5,000 TL. Planned 
aggregate expenditures are above GDP at each 
income level belovv 5,000 TL. For example, 
aggregate expenditures are higher than GDP 
at income level of 4,000 TL. "his vvill lead to 
increasing production and it vvill continue until 
the economy reaches level of equilibrium income. 
VVhen vve İook at the table, total expenditure of 
4,400 TL is realized at GDP level of 4,000 TL. 
"This means that surplus in goods and services that 
is provided by the 400 TL reduction in stocks. 
In the level of income above 5,000 TL, aggregate 
expenditures are İovver than GDP "This means 
the production of goods and services is greater 
than the planned total spending. This vvill lead 
to an increase in inventories and firms vvill begin 
to reduce their production. "his causes GDP to 
fall. For example, if GDP is 6,000 TL, aggregate 
expenditures are 5,600 TL. This situation is 
accepted as an inventory investment (stock 
increase) of 400 TL vvhich is produced but not 
sold. As a result, total expenditure of 5,600 TL 
and unplanned investment expenditures of 400 
TL are together equal to GDP of 6,000 TL. An 
increase in inventories vvill cause firms to reduce 
their production and reduce GDP. 


AE-Y 
(income decreases ) 


Aggregate Expenditures (AE) 
- 
o 
o 
o 


(income incrqases) 


4000 5000 6000 
Figure 3.2 The Level of Equilibrium GDP 
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Equilibrium in the Economy 
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Expenditures 
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Aggregate expenditures are higher than GDP in 
the income levels vvhen AE function is above the 
45” line. İn this case, the GDP vvill change tovvards 
the equilibrium level and vvhen the equilibrium 
point is reached, the change vvill end. Unexpected 
(unplanned) stock change values are negative in 
income levels belovv 5,000 TL in the table. These 
negative values represent the decrease in stocks. 
Production vvill increase to replace this decline in 
stocks. Thus, GDP vvill change in the direction of 
increase. 


Aggregate expenditures are lovver than the GDP 
in income levels vvhen the AE function is belovv the 
45” line. In this case, GDP vvill begin to decline 
and this decline vvill continue until the equilibrium 
level is reached., İn the table, the unplanned stock 
changes have positive values at income levels above 
5,000 TL. These positive values indicate the increase 
in stocks. This increase in stocks vvill cause firms to 
reduce their production. Along vvith the decrease in 
production, GDP vvill also change in the direction 
of decrease. 


Leakages and İniections 


Another vvay of determining the level of 
equilibrium income of the economy is to examine 
leakages and iniections in the income-expenditure 
fovv. This improved analysis of the savings- 
investment equation shovvs that if the total leakages 
are equal to the total iniections, income-expenditure 
equality is achieved and the level of equilibrium 
income is reached. Before vve do that, itvvill be useful 
to explain hovv the level of equilibrium income is 
achieved in the case of savings-investment equality. 
VVhen vve look at the use of income, the sum of 


Go 


Table 3.1 Aggregate Expenditures 


(8) 


Unplanned 
Stock Change 
(DY) 


consumption (C) and saving (S) gives us the level 
of income (Y). VVhen vve look at the expenditure 
side, the aggregate expenditures (AE) is the sum of 
consumption (C) and investment (1) expenditures 
in the economy. İn that case, vve can vvrite income- 
expenditure equality as follovvs: 


C:$-Y-AE-Celi 
If vve revvrite this expression by simplifying: 
CaS-C4l 


Ifvve remove the Con both sides ofthe equality, 
vve get the basic equilibrium condition: 


S-I 


Accordingly,theprovisionofincome-expenditure 
equality means the provision of investment-saving 
equality at the same time. Since saving is a function 
of income, the level of income that equates savings 
to investments is the equilibrium İevel of income 
for the economy. This calculation method vve used 
here is quite simple. VVhen vve include income 
and expenditure components for government and 
international trade, vve reach more realistic model 
for the economy. VVe vvill elaborate the model 
by considering all the leakages and iniections in 
income — expenditure flovv. 


Leakages are used to denote reductions in 
autonomous components ofaggregate expenditures. 
It is possible to mention three types of İeakages 
from the income-expenditure flovv: savings, taxes 
and imports for an open economy. Lets shortly 
revievv these concepts. 
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Leakages 


are the factors that cause autonomous 


components of aggregate expenditures to 


reduce. 


e Because saving is defined as an unspent 
part of income, households vvill spend 
less to increase their savings. İn other 
vvords, an increase in autonomous savings 
vvill cause autonomous consumption 
expenditures to fall, This causes a decrease 
in level of equilibrinm GDP or income. 

e Another leakage arising from the income- 
expenditure flovv is taxes. Taxes İcad to 
compulsory reductions in consumption 
expenditures. ln other vvords, taxes shovv 
the revenue that government transfers 
from households to itself. Therefore, the 
autonomous consumption expenditures 
vvill also decrease as the gövernment 
collects these taxes. “İhis reduction in 
autonomous consumption, vvhich is 
one of the autonomous components 
of aggregate expenditures, causes the 
equilibriunm GDP level to decrease. 

" İmports refer to expenditures made 
domestically for goods and services 
manufactured abroad by foreigners. 
İncreasing import spending means 
reducing spending on goods and services 
produced domestically. "This increase in 
autonomous import spending vvill result 
in net exports to diminish. This decrease in 
the autonomous components of aggregate 
expenditures causes a fall in the GDP level. 

In order to achieve equilibrium in the economy, 

the leakages from income — expenditure flovv must 
be balanced by additions (i.e., inyections) to this 
flovv. There are three types of in)ections for income- 
expenditure model developed so far: investments, 
government expenditures, and exports for an open 
economy. 


In/ections 


are additions to income — expenditure flovv. 


" "The savings realized by the households are 
the source of funds that can be borrovved 
by the financial system and used for 
financing investment expenditures of 
firms. Thus, vvhen households” savings 
are used for investments, they are added 
back to the income-expenditure flovv. 

e VVhile the funds the government collects 
through taxes cause a İeakage from 
income-expenditure flovv, expenditures 
made by the government to purchase 
goods and services return these funds 
to the income-expenditure flovv again. 

e Fxports represent the value of goods and 
services sold abroad. For this reason, 
exports can be regarded as the transfer of 
domestic expenditures made by foreigners 
to the domestic economy. Thus, these 
expenditures are added to the income- 
expenditure flovv in the 

In an economy, there is no rule that investments 

are equal to savings, government expenditures are 
equal to taxes, and exports are equal to imports. İn 
order for the equilibrium to be realized, the sum 
of the inğections must be equal to the sum of the 
leakages. Accordingly, the equilibrium condition 
for an economy can be expressed as the sum of 
savings (S), taxes (T), and import (IM) should be 
equal to the sum of investments (1), government 
expenditures (G), and exports (EX) 


economy. 


SET32IM-I:GE:EX 


Figure 3.3 belovv shovvs hovv leakages and 
iniections determine the level of equilibrinm GDP. 
Column 5 in Table 3.2, vvhere the figure is derived, 
shovvs the sum of the leakages in representative 
economy ($ 4 T - IM). In the previous chapter, it 
vvas noted that savings and imports are increasing 
functions of income. Since vve have not included 
taxpayers into our model yet, vve can say that as the 
GDT increases, the sum of leakages also increases. 


Column 9 in Table 3.2 shovvs the sum of 
inyections at various income levels (1 £ G - EX). 
Since investments, government expenditures, and 
exports are all autonomous, the sum of iniections 
remains unchanged at every level of income. 
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Figure 3.3 Leakages — Iniections and The Level of Equilibrium GDP 
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To determine the equilibrium level of income for the economy, vve need to find income levels vvhere 
the sum of leakages and the sum of iniections are equal. If the in/ections are greater than the leakages, the 
planned aggregate expenditures vvill also be greater than current income. This vvill cause GDP to change 
in the direction of increase. V/hen vve look at Table 3.2, at income levels vvhere GDP is belovv 5,000 TL, 
inyections are greater than leakages and GDP changes in the direction of increase as shovvn in the last 
column of the table. İf the leakages are greater than the iniections, the planned aggregate expenditures 
vvill be less than the current income, so the GDP vvill change in the direction of decrease. According to 
Table 3.2, the sum of the leakages at income İlevels above 5,000 TL is greater than the sum of iniections, 
and therefore GDP changes in the direction of decrease. If the sum of leakages is equal to the sum of the 
iniections, the GDP vvill not change and the equilibrium level of GDP vvill be reached. If vve look at the 
rovv in Table 3.2 vvhere GDT is 5,000 TL, vve can see that both the sum of the inyections and the sum ofthe 
leakages is equal to 1,700 TL. "There is no pressure on GDP to change at this level, Accordingly, GDP level, 
at vvhich the sum of the leakages are equal to the sum of the iniections, is the equilibrium level of income. 


"The relationship betvveen İleakages and iniections is shovvn in Figure 3.3 Here, S £ T 4. IM İlne is 
plotted vvith positive slope as a function of income, As the level of income increases, savings, taxes, and 
imports increase, as expressed in the previous chapter. Since in)ections made of autonomous components 
are independent of income, the data is expressed at a certain level vvith a horizontal line. The income 
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level of 5,000 TL indicates the level of equilibrium income or the equilibrium level of GDP vvhich is 
determined by the intersection of the 1 4 G 4 EX line expressing the total in/ections vvith the S 4”T IM 
İine representing total leakages. At this point, sums of leakages and iniections are equal, As the $ .T -1M 
line is over the 1 4 G 4 EX line at income levels above 5,000 TL, vve can say that the sum of the leakages 
is higher than the sum of the iniections, and the GDP decreases tovvards the equilibrium level, At income 
levels belovv 5,000 TL, vve can say that the sum of iniections is greater than the sum of leakages and GDP 
increases tovvards the equilibrium level since 1 4 G 4 EX line is above the S - T 4 IM İine. 


at the same time in such an economy? 


Saving Paradox 


VVhen the households increase 
their savings vvithout a change in income level, 
interesting contradiction called as saving paradox 
vvill arise. To understand this situation, vve need to 
ansvver the question “VVhat if households vvant to 
save more today in order to prepare for the difficult 
days in the future?” For instance, if planned savings 
of households increase, les say 400 TL at every 
level of income, the total leakages curve (S, £ T.4 
IM) in Figure 3.4 shifts upvvard to S, 4 T “M 
position. Planning to increase savings also means 
planning less consumption at the same time, As a 
result of the decrease in consumption, aggregate 
expenditure, i.e., aggregate demand, vvill decrease. 
In this case, the decrease in aggregate expenditures 
İeads to an increase in stocks. This increase in stocks 
vvill lead to production İevel of firms and income 
level to decrease. 


decide to 


Saving Paradox 
is the reduction in the consumption 
expenditures and, therefore, income because 


of rising savings. 


n”. 
your turn 


In the macroeconomics literature, the term “tvvin deficits” refers 
to the economic environment in vvhich the public sector gives 
budget deficit, and balance of foreign trade gives deficit at the 
same time. VVhat vvould be the impacton the equilibrium ofthe 
economy of achieving the budget balance and the trade balance 


Before the increase in savings, the İevel of 
equilibrium income vvas 5,000 TL, expressed by the 
point D, vrhere iniections line intersects İeakages 
line. İncrease in savings shifted equilibrium point 
to D, and the nevv level of equilibrium income is 
4,000 TL. As you see, 400 TL increase in savings 
regarding their beginning values has resulted in a 
decrease of 1,000 TL in equilibrium income level. 
VVhen Table 3.2 is considered, the original level of 
savings vvas 1,200 TL vvhen equilibrium level of 
income vvas 5,000 TL. In the nevv equilibrium level 
of income at 4,000 TL, households again save the 
same amount (1,200 TL) vvith the beginning value. 
According to this result, households planning to 
save more and consume less novv, but save the same 
amount. This is a paradox indicating that increasing 
saving reduces consumption and, therefore, income, 
hovvever, at this nevv income level savings are at the 
same level, V/hen you consider the fact that savings 
are used to finance investments in the country, this 
result contradicts the vvidespread belief that savings 
are beneficial for the economy. 


Equilibrium in the Economy 
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Figure 3.4. Saving Paradox 


Can the saving paradox alvvays apply? To ansvver this question, lets go back to Figure 3.4 above and 
examine it carefully one more time. Note that the 1 4 G 4 EX line, vvhich represents the total iniections, 
is plotted as constant. If investments had increased along vvith increased savings, that is, if 1 - G a EX 
had shifted upvvard by an increase of 400 TL, 
there vvould not be any change in the level of 
equilibrium income. Accordingiy, if the increased 
savings can be turned into investment expenditure, 
no problems arise. Only vvhen the increased 
savings are not “inyected” into the economy, the 
emergence of the saving paradox is possible in the 
economy. İn other vvords, increasing savings in the 
economy vvill cause total spending and income to 
decrease as İong as it does not turn into investment. 
"Therefore, it is very difficult for the saving paradox 
to emerge in real life. 


your turn 2 


Can a financial system 
that operates effectively 
in the economy resolve 
the savings paradox? 


In most of the developing countries, households have İovv level of saving. Contrary, the saving rate of 
households in developed countries is high and, therefore, these savings are used more effectively to finance 
investment expenditures through vvell-functioning financial system. 


CHANGES IN EGUILIBRIUM INCOME AND EXPENDİTURE LEVEL 


VVe have defined the equilibrium point in the economy as the point at vvhich there is no tendency to 
İeave, But this equilibrium point itself has a tendency to change due to the dynamics of the economy. 
For example, the level of equilibrinm GDP can move to a İovver or higher level than in the initial state 
over time, and may be in equilibrium at this nevv point. VVe have discussed so far in this chapter that hovv 
aggregate expenditures can affect tovvard increasing or decreasing. Here vve vvill examine hovv changes in 
the autonomous spending affect the level of equilibrium income. 


VVe have İlearned that the point of equilibrium is that aggregate expenditures are equal to GDP VVhen 
vve increase the autonomous expenditures, vvhich vary independently from the income, vve can also increase 
the equilibrium level of GDD. At this point, you can think that the increase in GDP vvill be equal to the 
increase in autonomous spending. Hovvever, this increase vvill have more boosting effect than the increase 
in autonomous expenditure. İn other vvords, the increase in autonomous expenditures creates additional 
expenditure in the economy, leading to a larger increase in GDP or equilibrium income. 
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For instance, Company 4 increases its investment 
expenditures as planned in its budget and buys nevv 
machines from Company B. As you remember from 
circular flovv diagram vve have learned in the first 
chapter of our book, the revenue of Company B 
increases as a result of selling machines to Company 
A, Suppose that Company B vvill save some of this 
revenue and spend the rest for goods or services. 
Expenditures made by Company B vvill constitute 
the income, of another company like C. In the 
same vvay, Company C vvill spend some of this 
income, and this spending vvill generate income for 
a company like D. As you can see, expenditures and 
income generation constantly increase and continue. 
"The initiator of this process is the autonomous 
expenditure that has been made by Company A. 
As a result of the increase in autonomous spending, 
at every stage vve outlined above, expenditures and, 
therefore, income increase. 


VVe can understand this process more clearly 
vvith the help of a numerical example. To examine 
the effect of a change in autonomous transfer 
spending, lets consider that the government makes 
extra expenditure vvith an increase of 100 TL per 
vvorker in unemployment benefits. As a result of 


this increase, monthly income of unemployment 
benefitearnersvvill also increaseby thesameamount, 
i.e,, 100 TL, As income increases, consumption 
expenditures, as a function of income, vvill also 
increase, For example, increasing benefits vvill 
increase the income of food producers, if vve accept 
that these benefit earners spend more on food 
products because of their increased income. Food 
producers vvith increased revenue vvill also increase 
their consumption expenditures and spending — 
revenue generating processes vvill continue to do 
so. Table 3.3 belovv summarizes the impact of this 
increase of 100 TL on transfer payments. "he first 
stage is vvhen the increase in transfer payments 
increases the income of the unemployment benefit 
carners. The increasing transfer payments of 100 
TL increases the income of unemployment benefit 
earners by 100 TL (first cell in column 1). VVhen 
income increases, the components of the total 
expenditures that are related to income vvill increase 
by a certain rate of this increase in consumption, 
saving, and import values. "Ihe increases in these 
components vvill depend on marginal propensity 
to consume, marginal propensity to save, and 
marginal propensity to import. 


Table 3.3 Change in Income and Mechanism of Multiplier 


(1) (2) (3) (4) 


Change Change in Change Change 


in domestic İİ in 


income consumption savings import 
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3rd Stage 


At the end of all stages shovvn in Table 3.3, income of 250 TL is generated in the economy as a result 
of 100 TL increase in transfer payments. Novv lets take a look at hovv vve reach this value considering the 
above outlined vvorking process. 


Expenditure Multiplier 

"The multiplier is a coefficient that can give us to opportunity to calculate hovv much income vvill change 
vvhen there is a shift in aggregate expenditures, stemming from the change in autonomous expenditures. The 
multiplier value is alvvays greater than 1. "The reason for this is that the change in autonomous expenditure 
İeads to an additional change in consumption expenditures. Here, the determinant of the size of the 
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effect is marginal propensity to consume. As you 
remember, the marginal propensity to consume 
gives us hovv consumption rises vvhen income rises. 
For example, the primary effect of 1 unit increase 
in autonomous expenditure vvould be to increase 
production and income by 1 unit. If the marginal 
propensity to consume is large, this increase in 
income leads to a large increase in consumption. 
In this case the mulüplier effect vvill also be large. 
If he marginal propensity to consume is small, this 
increase vvill lead to a lovv change in consumption. 
In this case, the multiplier effect vvill be small. 


As the change in consumption expenditure 
is determined by the marginal propensity to 
consume, the increase in consumption expenditure 
of unemployment benefit earners vvill be equal to 
the change in the current amount mulüplied by 
the marginal propensity to consume (MPC). Some 
of the current increase vvill be attributed to savings 
depending on the marginal propensity to save 
(MPS). The increase in import spending vvill be 
equal to the marginal propensity to import (MP1) 
multiplied by the income increase. 


VVe can İook at Table 3.3 using 0.70 for MPC 
and 0.10 for MTI as vve calculated in previous 
chapters. According to these values, it is expected 
that the increase of every 100 TL vvill increase 
consumption expenditures by 70 TL and import 
expenditures by 10 TL. Consumption expenditures 
are expenditures on goods and services produced in 
the country and imports are expenditures on goods 
and services produced abroad. So, the sum of both 
expenditures gives us consumption expenditures. 
Novv vve have to knovv hovv much consumption 
increases are devoted to domestically produced 
goods and services because of GDP definition. 
Consequently, vve need to subtract marginal 
propensity to import from marginal propensity 
to consume to find consumption expenditures 
for goods and services produced domestically. 
Considering above indicated values, if MPC is 0.70 
and MTI is 0.10, vve can calculate MPC — MP1 
- 0.70 — 0.10 - 0.60 for domestically produced 
goods and services. This shovvs us that 60 per 
cent of the change in the income vvill be spent on 
goods and services produced in the country. The 
portion allocated to savings is determined by the 
marginal propensity to save, vvhich is 0.30. Here 
the marginal propensity to save is obtained from 
the equation “MPS - 1 - MPC”. 


öö 


In the first stage of the table, it is seen that the 
income increase of 100 TL at the beginning rises 
the consumption expenditures for domestically 
produced gpoods and services by 60 TL (100 x 0.60). 
Since marginal propensity to save is 0.30, 30 TL 
of 100 TL income increase is reserved for saving 
(100 x 0.30). The remaining 10 TL is for imported 
goods (100 x 0.10). In summary, at the first 
stage, unemployment benefit earners” income has 
increased 100 TL, 60 TL of this amount is devoted 
to domestically produced goods and services, 30 TL 
to saving, and 10 TL to imported goods and services. 


Unemployment benefit earners” consumption 
expenditure on domestic goods and services 
increase the income of producers of those products 
by 60 TL. "his income increase of producers rises 
their consumption expenditures 36 TL (60 x 0.60). 
"The rest of the income increase is devoted for 
saving (60 x 0.30 z 18) and consuming imported 
goods (60 x 0.10 z 6). "The second stage in Table 
3.3 summarizes this process. 


If you carefully investigate Table 3.3, you vvill 
realize that in each stage containing income increase, 
expenditures also increase, but this increase in every 
stage gradually decreases. "This situation occurs 
because of the fact that the vvhole income increase is 
not totally reserved for consumption, 30 percent and 
10 percent are devoted for saving and consuming of 
imported goods, respectively. Here again, İet us recall 
that savings and investments are regarded as İeakages 
in income-expenditure flovv. For that reason, only 60 
percent of income increase at every stage is spent. This 
amount constitutes income increase for the next stage 
throughout the table. 


In order to find out the total effect of 100 
TL income increase in the first stage, vve need to 
calculate the increase in income and consumption 
in every stage and add up these figures. Although 
the amount ofiincrease in income and consumption 
decreases at every stage, they never reach to zero 
in mathematical terms. "herefore, it doesnt seem 
possible to make necessary calculations for every 
stage and add up these values. Hovvever, vve can 
apply a simple methodology to figure out the total 
increase in income and expenditures. If vve knovv 
the ratio of unspent (leaked) income increase for 
domestically produced goods and services, by 
using its reciprocal, vve can easily calculate the 
total change in income or GDP. The magnitude 


İntroduction to Economics il 


to be calculated by this methodology is called as 
expenditure multiplier. The leakages mentioned 
above, as you knovv, consist of saved and imported 
parts of income. "These leakages are determined by 
marginal propensity to save (MTS) and marginal 
propensity to import (MPD. 


1 1 


Muliplier o ia iakages”. MPS-:HFPİ 
For our example, the marginal propensity to 
save (MPS) is 0.30 and the marginal propensity 
to import (MP1) is 0.10. These values produce an 
expenditure multiplier vvith a value of 2.5: 


il 1 
Multiple — 2300407 047” 
Based on this value, vve find that 100 TL 
increase in the initial expenditure level leads to an 
increase of 2.5 times in GDD that is, an increase of 
250 TL (2.5 x 100). 


If you remember our discussions on leakages 
and in/ections above, the rest of the income increase 
after separating leakages is devoted to domestically 
produced goods and services, and the ratio of 
this amount to income increases is measured by 
marginal propensity to consume (MPC). Therefore, 
vve can also calculate the multiplier by vvriting the 
same formula in terms of MPC as: 


ə 1 
Multiplier 1-NPC 

Here vve also get the same multiplier value vvhen 
vve vvrite 0.60 instead of MPC: 


1 

Multiplier - 1-00” n40 

Regarding the multiplier, vvhichever formula 
above vve use, vve reach the follovving conclusion: 
"The larger the leakages (in other terms, the İovver the 
marginal propensity to consume), the smaller the 
value of the multiplier vvill be. "The smaller value of 
multiplier means that the income generating effect of 
the same amount initial expenditure increase vvill also 
be small. For example, vvhen the marginal propensity 
to save (MP8) is 0.35 and the marginal propensity to 
import (MP1 is 0.15, the multiplier vvill be 2: 


ə 1 1 
Multiplier — 0352015705” 2 


In this case, the expanding effect of the increase 
in spending on the economy vvill be smaller because 
a smaller portion of the income generated at each stage 
vvill be spent. If the multiplier is 2, the income increase 
effect on the economy vvill be 200 TL (2 x 100). 


Expenditure Multiplier and 
Equilibrium Level of Income 


Multplier is a useful tool for assessing the impact 
of changes in economic policies on the economy 
since it helps to calculate and analyze the effects of a 
change in autonomous expenditures on GDD Novv, 
lets try to discuss the effect of a change in spending 
on equilibrium income or equilibrium level of GDP 
vvith the help of a figure. Our analysis on Figure 3.5 
vvill be the continuation of our analysis in Figure 
3.2 Here vve vvill look at hovv the implementation 
of an expansionary fiscal policy vvill have an impact 
on GDD The purpose of the implementation of the 
expansionary fiscal policy is to stimulate economic 
spending. VVe are examining hovv the equilibrium 
level of GDP  vill be affected if government 
expenditures rise from 700 TL to 1,100 TL. "The 
increase of 400 TL in autonomous government 
expenditures causes the aggregate expenditure 
function to increase by 400 TL in every income level, 
After this increase in government expenditures, an 
increase of 1,000 TL vvill be realized in GDP. As a 
result, the level of aggregate expenditures that equals 
to GDP vvill reach 6,000 TL. 


İncrease in 
expenditure 


2800 
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Aggregate Expenditure (AE) 


— İncrease in 
İncome 
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Figure 3.5 Changes in Expenditures and Equilibrium 
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Table 3.4. Changes in Expenditures and GDP 


(1) 


isMİM3 İnvestment / Government 
(Y) (C) () (G) 


(8) 
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g Change 
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In Figure 3.5, AE, shovvs the total spending 
level at the beginning and intersects the 45” line at 
5,000 TL GDP level. This level is the initial level 
of equilibrium income. The increase of 400 TL in 
autonomous government expenditures vvill increase 
the aggregate expenditures at each income level 
by the same amount, and AE function vvill shift 
upvvard reaching the position of AE,. At the nevv 
point (D,) vrhere the AE, aggregate expenditure 
function intersects the 45” line, the equilibrium 
GDT reaches to 6,000 TL on the horizontal axis. 


VVe can also analyze the effect of this increase 
in government spending of 400 TL by using the 
multiplier coefficient on the level of equilibrium 
GDP. For the representative economy, vve had a 
multiplier coefficient of 2.5. To calculate hovv much 
increase is created in GDP from the increase in 
government expenditures, it is sufficient to multiply 
the amount of change in autonomous expenditure 
by the multplier coefficient. VVe can calculate the 
change in GDP by using the follovving equation: 


1 


ASDP Mseypni””" 


VUhen vve vvrite the relevant values in this 
equation, vve get: 


x 400 — 1000 


1 
AGDP— 23301 


"This result shovvs us that the increase in 
autonomous expenditure of 400 TL vvill lead to an 
income increase of 2.5 times and create a grovvth of 
1,000 TL in GDP 


68 
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Algebraic Derivation of Multiplier 


By using the aggregate expenditure function, 
vve obtain the multiplier coefficient vvhen vve 
vvrite equations shovving the relation betvveen 
autonomous expenditures and income. VVhat vve 
need to do here is to vvrite the components of the 
aggregate expenditure function in an open economy 
form, as vve İearned in previous chapter, to get the 
follovving equation: 


AE-C3a1I:G-3NX 
AE - Co 4 eY £ To - Go 4 EXo — IM —imY 
AE - (Co £ lo a Go - FXo — Mo) 4 cY —imY 


Here, c and im represent marginal propensity to 
consume (MPC) and marginal propensity to import 
(MPD, respectively. If vve revvrite equation by 
shovving the sum of the autonomous expenditures 
(Co 4 lo £ Go £ EXo - Mo) in the last equation in 
parentheses vvith Aç: 


AE - A.“ cY-imY 


VVe vvrite the last equation for Y using the 
equation Y z AE that the 45” line poinis: 


Y-A.eY-imY 


"This last equation is transformed to shovv the 
relationship betvveen autonomous expenditures and 
income after a fevv simple mathematical operations: 


Y-eY-imY-A, 
Y(1-c- im) -A, 


1 


— 1—6€-im”” 
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"This last equation vve have obtained shovvs us the relation betvveen total autonomous expenditures and 
income by using the multiplier coefficient. This equation is the same as the multiplier coefficient vve used 
in the previous sections. If you remember, vve have expressed the marginal propensity to consume vvith c 
in the consumption function and the marginal propensity to import vvith im in the import function in 
previous chapter. Accordingly, vve can vvrite the expenditure multiplier in the follovving vvay: 


1 1 
.————o-——.uA 
1 — MPC --MPI ” MPS--MPI ” 
Mulüplier analysis tells us that an increase in 459 
, AE AE,— A, 4-c,Y 
autonomous spending has boosted the level of 
equilibrium income. "İhe increase in income is a E, AEz A, çiy 
certain multiple of the increase in autonomous 
expenditures (as much as the multiplier value). increase in 
Hovvever, the multiplier does not alvvays have a E, value of 
multiplier 


ı 
ii 
constant value. "The value of the multiplier changes i 
. . . : 
depending on changes in the value of the variables A, : 
in denominator. For example, as the marginal : 
ü 
propensity to consume grovvs, the value of the 
multiplier also grovvs. This also means an increase in “ YY 
i : 1 
the slope of the aggregate expenditure function. 


GDP (Y) 
Figure 3.6 shovvs that the increase in the marginal -—-———... 
propensity to consume increases the slope of the aggregate expenditure function. The reason for this is 
that consumption, vvhich is a component of total expenditures, is a function of income. The magnitude of 
the effect of the current change on consumption is dependent on marginal propensity to consume. Thus, 
an increase in the marginal propensity to consume vvill lead to an increase in the slope of consumption 
function and the aggregate expenditure function. 


For open and closed economiss, their multiplier values are different. Open economy means the increase 
of leakages in the income-expenditure stream. İn other vvords, it refers to the increase in consumption 
of goods and services produced abroad. İn this case, the demand for goods and services produced in the 
country vvill fall, vvhich vvill cause the income to decrease. İn that case, vve can say that the multiplier value 
is lovver for an open economy. 


your turn R 


Get multiplier values for an open and ə 


closed economies and compare their 
values. Is there any difference? Explain vvhy 
the mulüplier value is lovver in an open 
economy in theoretical basis. 


"The existence of some conditions in the economy is necessary for the multiplier mechanism to function 
effectively as mentioned here. "These are the cases in vvhich there are no İeakages or the least amount of 
them that prevent the income flovvs in the economy from turning into spending. The other condition is 
the existence of idle production factors in order to ensure the continuity of production increases. In other 
vvords, the economy must be at the level of underemployment. 


Equilibrium in the Economy 


Full Employment Level of İncome 


Full employment level of income is the level 
of income that vvill be attained in the economy 
if all the factors of production participate most 
effectively into the production. This level of income 
is called potential GDP 


Full Employment Level of Income 
is the level of income that vvill be attained in 
the economy if all the factors of production 


participate most effectively in production. 


Regarding the equilibrium level of the 
economy, vve have revealed the differences betvveen 
Classical and Keynesian theory in the explanations 
vve made at the beginning of this chapter. The 
classical theory vvas based on the assumption that 
the economy vvould alvvays be in equilibrium at 
full employment level, clearing the markets based 
on Say/s Lavv. According to Keynesian theory, the 
level of equilibrium income shovvs the level of 
production and employment actually attained by 
the economy, and this level of equilibrium could 
be either full employment equilibrium level, above 
or belovv full employment level, If the economy 
is belovv the full employment level, some of the 
production factors vvill remain idle. "This is the 
level of underemployment equilibrium. 


Underemployment Equilibrium Level 
is the level of equilibrium income in vvhich 


some of the production factors are idle. 


VVe knovv that the level ofequilibrium income or 
GDT isdetermined atthe point vvhere the 45-degree 
İine intersects vvith the aggregate expenditure 
function. VVe have studied by multiplier analysis 
that an increase in autonomous expenditures shifts 
the aggregate expenditure function upvvard and 
GDP to a higher level of equilibrium. Both models 
have the assumption that the aggregate supply 
function has infinite flexibility. According to this, 
vvhen the aggregate expenditure function shifts, the 
supply respond immediately to demand changes by 
the multiplier mechanism. "These changes, or the 
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fact that the responds of the supply to the demand, 
is realized until the level of full employment income 
is reached. Hovvever, as the unemployed labor force 
and the capacity of the economy have become fully 
utilized, it vvill be difficult for aggregate suppİy to 
respond to increasing spending. "İhis is because 
there is no opportunity to increase the aggregate 
suppİy (production) in the short term due to the 
use of all the production factors in the economy. 


Deflationary Gap 


The negative difference betvveen the actual 
GDP and the potential GDP in an economy is the 
negative GDP gap or deflationary gap, vvhich is 
the loss of production due to underemployment in 
that country. İn such a situation vvhere production 
factors do not participate into production, there is a 
possibility of increasing employment and income by 
incrcasing aggregate expenditures in the economy. 


Deflationary Gap 


Is the expenditure gap vvhen the economy is 
in equilibrium belovv the full employment 


level of income. 


F Doeflationary gap 
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Figure 3.7 Deflationary Gap 


In Figure 3.7, the point E vvhere the aggregate 
expenditure function intersected by the 45” line 
gives us the level of potential or full employment 
GDP ə. . If the aggregate expenditure is AE, and 
Y, level of equilibrium income is reached, then 
there is deflationary gap as EF in the economy. In 
the situation of deflationary gap, it is necessary to 
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shift up the aggregate expenditure function through 
point E by increasing autonomous expenditures in 
order to reach the full employment equilibrium of 
the economy. İn this case, the negative GDP gap or 
deflationary gap vvill clear. 


Inflationary Gap 


An increase in the expenditures in an economy 
causes the income level to rise. This vvill take place 
in real terms up to full employment level and in 
nominal terms after full employment level. Once 
the economy reaches potential or full employment 
income level nö ), it is not possible to increase 
production in iihe economy. If expenditures 
still go on to increase, only the nominal income 
may increase. Since the nominal income is the 
multiplication of price level and production 
amount, price level vvill increase as far as production 
amount stays constant. “his situation is called as 
inflationary gap. 


Inflationary Gap 
is the excess of expenditures vvhen the 
economy is in equilibrium above the full 


employment level of income. 


İnflationary 
gap 


” Production surplus 


GDP (Y) 


Figure 3.8 inflationary Gap 


In Figure 3.8, equilibrium point D shovvs that 
the economy is reached its full employment level 
of income at ə level, In this situation, if there 
sandnorsıcın aggregate expenditures that shift 
AE, function to AE,, a nevv equilibrium level 
of income (Y)) is reached. Since the economy is 
above its potential, this income increase from Y, 
to Y, vvill occur only in nominal terms and there 
vvill be an inflationary gap as much as DF interval 
in Figure 3.8. 


Summary 


Equilibrium in the Economy 


Describe the Classical and Keynesian opinions about 
macroeconomic equilibrium in the economy. 


"The Classical model argues that the economy is alvvays in full employment equilibrium. 
"There are tvvo basic assumptions on vvhich this vievv is based. "İhe first one is the Say/s Lavv, 
vvhich states that “every suppİy creates its ovvn demand”. According to this concept, revenue 
obtained from sale of production creates re-expenditure, so that the economy remains at full 
employment equilibrium. The second assumption is the flexibility of vvages, interest rates, 


and prices. İn this respect, the commodity markets, the labor market, and the loanable funds 
market are alvvays in equilibrium. 


"The Keynesian model contradicts the full employment vievv of Classic economics. According 
to Keynesian economics, the economy may reach the equilibrium at underemployment. The 
reason for this is the inability of aggregate expenditures. VVages and prices in the markets are 
not fully flexible. Therefore, they do not equalize themselves. There is also no interest rate 


that guarantees savings-investment equality because people vvho save and invest are different 
economic agents. 


Explain the equilibrium concept and the importance of aqgregate 
expenditures in the process of macroeconomic equilibrium. 


In economic terms, equilibrium indicates a situation in vvhich there is no tendency to change. 
In macroeconomic terms, the equilibrium level of income is obtained vvhen planned aggregate 
expenditures are equal to current aggregate expenditures. VVhen stock changes are included 
in aggregate expenditures, current total spending in the economy vvill alvvays equal income. 
Hovvever, planned aggregate expenditures may differ from income. Then, the GDP level at 


vvhich planned aggregate expenditures are equal to income is called as equilibrium level of 
GDP or income. 


Another vvay to determine equilibrium level of income is to find out the GDP level at 
vvhich leakages from and iniections to income — expenditure flovv equal each other. VVhile 
leakages consist of savings, taxes, and import expenditures, iniections include investment and 
government expenditures and export revenuc. 


Analyze factors that cause changes in equilibrium 
level of income (production). 


A change in autonomous expenditures is reflected onto income by a certain multiple (as much 
as the multiplier value). The magnitude of multiplier coefficient changes regarding values in 


denominator. For instance, if the marginal propensity to consume increases, the value of the 
multiplier vvill also increase. 


VVhen the economy reaches an equilibrium belovv its full employment level of GDP, the 
deflationary gap occurs. İn this case, it is possible to increase aggregate expenditures until 
GDP reaches its potential level, VVhen the economy reaches an equilibrium above its full 
employment level of GDP inflationary gap occurs. İncreasing aggregate expenditures, in this 
case, only pushes up prices vvithout any change in production. 
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VVhich of the follovving describes the process 
expressed by Says Lavv? 


a, Aggregate expenditures may not be sufficient to 
maintain full employment in the economy. 

. The income generated by the production of 
goods and services is as much as purchasing this 
production. 

. Aggregate production that meets aggregate 
expenditure is alvvays possible. 

. Economy can also reach an equilibrium in 
underemployment. 

. The income of production factors is not equal to 
the income obtained from production. 


In the Classical approach, vvhich variable 


equalizes savings to investments? 


a, General level of prices 
b. Exchange rate 

c. Stock prices 

d. Interest rate 

e. İncome level 


E VVhich of the follovving assumptions is 
required in order for equalizing income to current 
total spending? 


a. Consumption expenditures depend on income 
b. Government expenditures are autonomous 

c. The economy is open-economy 

d. Stock changes are inventory investment 

e. Tax rates are constant 


ul VVhich of the follovving does not create a 


leakage in income-expenditure flovv? 


a. Savings 
b. Income tax 
c. İmports 


d. Value-added tax 
e. Export 


El VVhich of the follovving is not an in/ection 


into income-expenditure flovv? 


a. Infrastructure investment 

b. Unemployment insurance 

c. Fruit and vegetable exports 
d. İmport of intermediate goods 
e. Tunnel construction 


ini VVhat is the value of multplier vvhen 
the marginal propensity to import (MP1) and 
marginal propensity to save (MPS) are 0.20 and 
0.30, respectively? 

a İİ.5 

İb. İl 

cz 

qi, 25) 

G, ə) 


kil IFan increase of 20 billion TL in government 
expenditures causes an income increase of 45 
billion TL in the economy, vvhat is the value of 
multiplier? 


ez 

b. 2.25 
(6 23 
qı, 22775) 
Gı əl 


iB Under the closed economy assumption, if 
the value of multiplier is 4, vvhat is the value of 
marginal propensity to save? 


a0)20) 
bb025 
c, 0.30 
d. 0.40 
e, 0.50 


0 : : 7 

n VVhich of the follovving arises in case of 
underemployment of production factors in the 
economy? 


a, Inflationary gap 
b. Deflationary gap 
c. Full employment 
d. Stagflation 


e. Recession 


VVhich of the follovving occurs if aggregate 
expenditures continue to increase even though 
economy has reached to its full employment level 


of GDP? 

a. İncrease in prices 

b. Increase in unemployment 
c. İncrease in employment 
d. Increase in production 

e. İncrease in export 
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Equilibrium in the Economy 


If your ansvver is incorrect, revievv 


“Equilibrium in the Classic Model”. 


If your ansvver is incorrect, revievv 
“Equilibrium in the Classic Model” 


If your ansvver is incorrect, revievv 
“Expenditures and Income” 


If your ansvver is incorrect, revievv 
“Leakages and Tniections” 


If your ansvver is incorrect, revievv 
“Leakages and Tniections” 


If your ansvver is incorrect, revievv 
“Expenditure Multiplier” 


If your ansvver is incorrect, revievv 
“Expenditure Multiplier” 


If your ansvver is incorrect, revievv 
“Expenditure Multiplier” 


If your ansvver is incorrect, revievv 
“Expenditure Multiplier” 


If your ansvver is incorrect, revievv 
“Expenditure Multiplier” 
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From everyday life, compare the assumption of Keynesian 
theory on vvage and price stickiness vvith the vvage and price 
flexibility of Classical theory by giving examples. 


In daily life, vve can see that vvages are not flexible because of vvage contracts. 
VVage contracts are made, at least, for one year. There are also longer vvage cont- 
racts. Especially for the vvorkers in the public sector, the supply side movements 
in labor market are lovv and vvages are determined in collective bargaining and 
vvage increases are realized as much as increase in inflation rate. 


ö your tum 1 


İn the macroeconomics literature, the term “tvvin deficits” 
refers to the economic environment in vvhich the public 
sector gives budget deficit and balance of foreign trade gives 
deficit at the same time. VVhat vvould be the impact on the 
equllibrium of the economy of achlieving the budget balance 
and the trade balance at the same time in such an economy? 


Balance in the government budget means that the taxes and government expen- 
ditures are equal (T - G). Provision of foreign trade balance means that imports 
and exports are equal to each other (IM - EX). In this case, savings-investment 
equality (S - 1) vvill also be achieved vvhen you consider the leakages — iniections 
equality. This also refers to achievement of equilibrium level of income. 


your turn x 


Can a financial system that operates effectively in the 
economy resolve the savings paradox? 


A vvell-functioning financial system in the economy can abolish saving paradox 
by providing fund transfers betvveen savers vvho have more funds than they need 
and investors vvho need more funds than they have. VVhat is important here is 
that financial system should offer diverse and safe investment tooİs for savers 
vvho have a surplus of funds. 


.. your turn 3 


Get multiplier values for an open and closed 
economies and compare their values. İs there any 

difference? Explain vvhy the multiplier value is lovver in 
an open economy in theoretical basis. 


"The reason for that conclusion can easily be put forvvard by considering open — 
closed economy concepis. İn a closed economy, there vvill be no international 
trade at all, therefore, multiplier can be calculated by using only MPS because 
MTI vvill equal zero. Hovvever, in an open economy, since import expenditures 
represent a İeakage from income — expenditure flovv, the MPI value must be 

— your turn 4. taken into account during calculation of expenditure multiplier. As far as MPI 
has a positive value (as alvvays) vve can see that: 


T 1 
MPS r MPI 2 MPS 
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Learning Outcomes 


Chapter 4 


Explain the changes stemmed from including 
taxes into our macroeconomic model 


ğ Explain hovv to use fiscal policy to fight against 
economic recession and inflation 


Chapter Outline 
İntroduction 
Government in the Economy 
Fiscal Policy and Level of Equllibrium İncome 
Structure of Fiscal Policy 
Fiscal Policy 


Fiscal Policy and Aggregate 
Expenditures 


İ After completing this chapter, you vvill be able to, 


and taxing decisions on the level of equllibrium 


) Explain the effects of govemnment”s spending 
İncome 


İ Explain the relationship betvveen fiscal policy 
and economic stability. 


Key Terms 
Autonomous Taxes 
Tax Multiplier 
Balanced Budget Multplier 
Expansionary Fiscal Policy 
Contractionary Fiscal Policy 
Government Budget 
Budget Deficit 
Automatic Stabilizers 


İntroduction to Economics il 


INTRODUCTION 


Governments role in the economy is discussed in 
theeconomicsliteraturevvithin thecontextofdifferent 
point of vievvs both in terms of microeconomics and 
macroeconomics. VVhile the classical economists 
prefer to consider the governmentas a unit operating 
in a restricted environment and not interfering the 
economy, Keynesian economists put government 
almost in the middle of the economy and provide 
vvith a significantly large area of intervention. Other 
economic vievvs adopt a midvvay approach betvveen 
these tvvo ends. 


As aforementioned, Keynesian economists 
claim that in case of İleaving alone, the macro 
economy might face vvith large fluctuations and 
that the government must İoosen these eyclical 
fuctuations. Besides, they emphasize that the 
government may use its taxation and spending 
force in order to increase total production and 
to eliminate lack of demand during economic 
recession periods. According to the opposing 
economical vievv, it is not possible to stabilize the 
economy via public expenditures and taxes, on the 
contrary, these policies may create instability and 
have negative effects. 


Today, in spite of developments such as 
globalization and financialization, it is accepted 
that the government still has a significant role in 
any economy. İn this chapter, depending on this 
vievv, vve vvill try to investigate the effects of public 
expenditures and taxes vvhich demonstrate the 
povver of government on the level of income by 
using fiscal policy concept. 


GOVERNMENT IN THE 
ECONOMY 


Government concept and its role in the 
economy and tools it uses vvhile performing this 
role have been discussed for many centuries. The 
government interferes in economic and social lives 
by ensuring economic grovvth and development, 
providing economic stability and fair income 
distribution. 


Vievvs related to tasks vvhich gövernment 
should undertake in an economy have been 
varying noticeably during history. The idea of 
governments intervention to economy started vvith 
Mercantilists in the 16th century. Mercantilism 


denies and replaces middle-age insights vvith more 
rational principles. "These principles vvere very 
eflicient in terms of economic configuration of 
governments betvveen the 16th and 18th centuries. 
In mercantilism, the basic idea is the vvealth of 
society. But according to the socialist vievv, all 
production factors must belong to the governments 
and as a rule, all economic activities performed by 
the government constitute the basis. In Keynes” 
studies, it is argued that fiscal policy tools must 
be used efficiently to end a recession. Accordingly, 
issues such as unemployment and inflation may 
be affected by taxation and spending policies, 
and serious slovvdovvns in economic activities and 
depressions may be prevented. Keynesian vievv 
charges the government to direct the economic life 
by fiscal policy. But in present time, vvith the effect 
of developments such as accelerating globalization 
and financialization, government shortens some of 
its functions vvhile enlarging the scope of some of 
its tasks. 


Mercantilism is the economic theory 

that relates the vvealth of a society and a 
government to precious metal stock of the 
country. Since getting strong and gaining 
reputation for a government depend on 

the surplus of precious metals, economic 
development is only possible by having lovv 
level of import and high level of export. 


This is the only vvay to increase precious 


metal stock that a country has. 


On the basis of both local and central 
administrations, there are factors mostİy under 
direct control of the government as vvell as 
some factors out of governments direct control, 
"Therefore, it is necessary to separate the variables 
those under governments direct control and 
those specified according to economic conditions, 
thereby not under its direct control. For example, 
the tax rates to be applied must be set directly by the 
government. İn many countries, constitutionally, it 
must be determined that by vvhom and in vvhich 
rate the taxes to be paid via İavv. As the legislation 
povver is in the hand of legislative organ (for 
example it is The Grand National Assembly of 
Turkey in our country), it determines vvho vvill pay 
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taxes and in vvhich rate. In spite of the tax rates 
are determined by the government, obtained tax 
revenuc is not under its direct control. For example, 
revenue obtained from income tax is depended on 
both income tax rate and volume of households” 
income. VVhile one of these factors, the income 
tax rate is determined directly by the government, 
level of income is determined by households ovvn 
decisions and preferences (for example preference 
to vvork or not) and not under governments direct 
control. Similarly, the revenue of corporation 
taxes is determined according to corporation tax 
rates and profits of the corporations. Also here, 
the government determines the corporation tax 
rate directly, vvhile the profit of companies varies 
according to many factors and the government has 
no direct control over the profit of companices. 


In the model discussed up to novvin this book, 
vve ignored the taxes due to the facts vve have tried 
to provide already. But as it can be seen, both 
public expenditures and taxes must be included 
in the model due to the properties that vve have 
discussed above. 


Public Expenditures, Taxes and 
Disposable income 


VVe have excluded the taxes by regarding them 
as “zero”, vvhile including public expenditures in 
the model in our previous chapters. Since it is not 
feasible to consider an economic unit spending 
vvithout any income, vve have to expand our model 
to include public revenues in order to reach a more 
realistic model. 


As you remember, vve have stated after-tax 
income or disposable income as the basic factor 
determining the consumption vvhile revievving 
households” consumption expenditures. Hovvever, 
since vve accepted that taxes are “zero”, vve stated that 
the income obtained from economic activities could 
be used as consumption and saving. İf vve also take 
taxes into account, vve have to consider the household 
income to be transferred to government in the from 
of taxes into the circular flovv of goods and services. 
As you remember, taxes have the characteristics of 
leakage from aggregate income and, therefore, the 
amount of household income has to be less than 
the created income. İn order to simplify the model, 
disposable income is used in three different vvays 
vvith the assumption that the taxes are autonomous, 


So 


in other vvords, they are determined independently 
from income: Consumption (C), saving (S) and 
import (IM). If vve shovv disposable income as Ya, 
vve may use the equation belovv: 


Autonomous tax is the part of total taxes 


that is independent of income. 


Yi-C.S-IM 


If vve substitute disposable income by its 
descriptive equation Yd - Y — T, vve have 


Y-T-C.:4S-IM 
Y-C3S-42T-IM 


"This last equation demonstrates that the total 
income of the country is being used in four 
different vvays. "This income is partly transferred to 
government as taxes (T), partly used to purchase 
the domestically produced goods and services, 
in other vvords, consumed (C), partly spent for 
imported goods and services (IM) and partly used 


for savings (S). 
4“ important 
o 


VVe realize of course that it is not a real 
vvorld case to assume that taxes are 
autonomous. As vve stated, the most 
important revenue item of government is 
income tax and it solely depends on the 
level of income. Hovvever, inclusion of this 
real life case into the model vve developed 
makes difficult to understand effects of 
fiscal policy. Therefore, vve present a model 
in vvhich taxes are determined by income 
level at the end of this chapter in the 
Appendix. After completing this chapter 
read carefully this appendix and compare 
the results reached. 
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On the other hand, as you remember from the 
previous chapters, the total expenditures in the 
country must be equal to income as vvell. Thus, vve 
stated the total of consumption expenditures (C), 
investment expenditures (1), public expenditures 
(G) and expenditures of foreigners for the home 
grovvn goods, meaning that the export (EX) is 
equal to income and vve obtained the follovving 
equation: 


Y-C-1I:G.-EX 


Ifvve consider the equations Y-C--.ST-IM and 


Y-C-1:-G-EX together, as each equation has Y on 
left side, 


CaSE2aT2IM-Cial-G-EX 


can be obtained. As being on both left and right 
sides of the equation, consumption expenditures 
cancel out each other and 


SET32IM-I:G-EX 


vvill be obtained. "This is the equation obtained 
as the condition of equilibrium in the previous 
chapter and it demonstrates that the total leakages 
must be equal to total iniections in the economy. 


"The point to consider here that, in case of 
adding taxes to model autonomously, there vvill 
be a decrease in autonomous component of total 
expenditures. İn other vvords, in case of adding 
or increasing taxes into model, disposable income 
decreases. Figure 4.1 and “Table 4.1, again, shovv 
the level of equilibrium income obtained vvith 
excluding taxes from modelin the previous chapter, 
as vvell as the changes on equilibrium income in 
case of including taxes autonomously in the model. 
Hence, the taxes that is determined autonomouslİy 
as 330 TL in each level of income moves AE 
aggregate expenditure function dovvnvvard parallel 
to the position AE, and level of equilibrium 
income decreases from 5000 TL to 4500 TL. 


Table 4..1 Taxes and Level of Equllibrium Income 


GDP TAXES DISPOSABLE CONSUMPTION 


(Y) (T) INCOME(Y“) (ə) 


INVESTMENT 
ül (NX) 


GOVERNMENT AGGREGATE 


NET EXPORT 


EXPENDITURES EXPENDITURES 


(G) (AE) 
olm mon lom? mol s lum.) 
"elmİ mÖLom İm İl m İl ə İ əm İ 


Expenditures 


2000 


1800 


45? 


4500 


5000 


Figure 4..1 Taxes and Level of Equilibrium Income 
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After revievving briefly hovv the level of income 
is affected in case of including public expenditures 
and taxes in model, vve may revievv the components 
in question, namely public expenditure and tax 
concepts more closely. 


Public Expenditures 


Publicor governmentexpenditures consist oftotal 
paymentsagainst purchase of goodsand services made 
by all public bodies in order to meet the functions 
undertaken by government. Public expenditure, in 
a broad sense, includes all expenditures of public 
institutions and organizations out of budget system, 
as vvell as the expenditures vvithin the government 
budget. From the point of this definition, it includes 
the sum of general budget and special budgets of all 
segments of public sector, budgets of regulatory and 
supervisory authorities, local administrations, funds 
and social security institutions, floating capital 
institutions, public economic enterprises and other 
public institutions. By dividing the sum of public 
expenditures calculated vvith this method to gyoss 
domestic product, public sector size vvithin the 
national economy is calculated as vvell, By means of 
this approach, the government, sometimes chooses 
direct purchasing of goods and services, vvhile other 
times chooses gratuitous payments to private sector 
to realize the aims such as increasing the economic 
grovvth rate, regulating income distribution etc. 
VVithin this scope, the public expenditures is a fact 
that includes the payments the bodies such as bus, 
tramcar, electricity and vvater management services 
socially beneficial, as vvell as donations and financial 
aids of individuals having tax exemptions and 
exceptions. Public expenditures in broad sense are 
also called as economic public expenditures. 


"The vievv vvhich describes public expenditures in 
the strict sense isnamedas legal definition by Maurice 
Duverger. According to this definition, qualifying 
an expenditure as public expenditure depends on 
the legal personality making the expenditure. In this 
respect, for being in public scope, expenditures must 
be vvithin the budget of public sector. General budget 
includes the budgets of central administration (Ihe 
Grand National Assembİy of Turkey, Presidency of 
the Republic and ministries). On the other hand, 
special budget refers to the budgets of public 
institutions having legal entity although each belongs 
to a ministry. In general, public expenditures in 
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strict sense, refers to the expenditures by the budget 
of central government along vvith the expenditures 
by public administrations having special budgets. 
"The approach of public expenditures in strict sense 
became a commonlİy recognized approach. 


Autonomous Public Expenditures: VVhen 
vve include total government expenditures in total 
expenditure flovv assuming they are autonomous, 
in other vvords, accepting public expenditures being 
determined independent from the level of income 
in the country, vve may shovv the autonomous 
government expenditures (G) vvith a function 
parallel to horizontal axis similar in Figure 4.2. As 
public expenditures are independent from the level 
ofincome, it is dravvn parallel to horizontal axis. This 
demonstrates that the level of public expenditure 
doesnt change vvith any kind of income change. If 
public authorities increase public expenditures, G 
function moves upvvard parallel to G1 position. 
If public expenditures are decreased, G function 
moves dovvnvvard parallel to G, position. 
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Figure 4..2 Government (Public) Expenditures 
Function 


your turn 3 
After the Great Depression 
started in 1929, significant 
increasesin publicexpenditures 


vvere observed vvorldvvide. İt is 
a fact that these increases have 


come until today. VVhat may 
be the reasons ofthese increases 
in public expenditures? 


İntroduction to Economics il 


Transfer expenditures: Transfer expenditures 
are the unreturned (outright) expenditures and 
have no direct effect on the national income. 
"They only cause purchasing povver to shift among 
private individual or social stratums. "Ihese shifts 
are performed unreturned, and there are no changes 
on the flovv of goods and services vvithin national 
economy. İn other vvords, the transfer expenditures 
made by public sector do not refer to consumption of 
real sources, "hese expenditures transfer purchasing 
povver from public sector to other sectors. İncreases 
in the total expenditure volume in economy are 
not caused by transfer expenditures made by the 
state, but the expenditures made by social stratums 
benefiting from these state expenditures. İt simply 
means that if public expenditures do not create the 
flovv of goods and services in economy, they are 
called as transfer expenditures. 


Transfer expenditures can be divided into four 

groups. 

e Economic Transfers: Transfers made by the 
government in order to support the invest- 
ments of Public Economic Enterprises. 

e Financial Transfers: Transfers to special 
budget institutions and İocal authorities 
(universities, provincial administrations and 
municipalities etc.) made by government. 

e Social Transfers: Transfers made by the 
state vvith the social purposes (financial 
aids for retirement funds and association, 
student grants etc.). 

e Debt Payments: The expenses not paid in 
related fiscal year but in follovving years 
are assumed as transfer payments. "İhese 
are the interest payments the government 
pays for domestic and international debts, 
amortization of debt, expenses of previous 
years not paid in due date as vvell as debts 
of previous years. 


Taxes 


Tax revenue, having an important role in 
governments total income, is closely connected 
to societies” economic, politic, social, cultural and 
demographic structure. The differences betvveen tax 
structures of developing countries and developed 
countries as vvell as the differences of tax incomes 
are raised from changes of these basic elements 
from a country to another. Tax is a very important 


component of total public revenues. Taxes are 
monetary amounts vvhich the government and 
public institutions having taxation authority take 
outrightİy from natural and legal persons in order 
to cover the public expenses based on sovereign 
rights and İavvs. Taxes can be classifled in many 
different vvays. "The most common classification is 
the separation of direct and indirect taxes as vvell 
as the separation of taxes taken over expenses and 
vvealth. As vve discussed above, in spite of the tax 
rates are determined by the government, obtained 
tax revenuc is not under its direct control. 


FISCAL POLICY AND LEVEL OF 
EQUILIBRIUM INCOME 


From the analysis vve made so far, you realize 
that the government has a relatively passive role 
in the economy. In fact, government causes an 
income-increasing effect via expenses it makes and 
transfers it performs, vvhile it causes an income- 
decreasing effect via the taxes it collects. On the 
other hand, the balance betvveen state-originated 
inyections (public expenditures) into income- 
expense flovv and leakages (taxes) from this flovv are 
very important. VVithin this context, the states use 
of public expenditures and taxes in order to affect 
the macroeconomic variables such as employment, 
income and prices is called as fiscal policy. As vve 
knovv the prices are fixed due to our assumption, in 
the follovving parts vve vvill revievv the effect of fiscal 
policy changes on income. 


Changes in Public Expenditures 


VVe mentioned earlier that an increase in public 
expenditures reflects on income exponentially 
via multiplier concept. To remember briefly, vve 
obtained expenditure mulctiplier as 


l 


Mulüplir-——k—,. 
MPS -- MPI 


Accordingly, for example, vve may calculate the 
effect of a change in public expenditures on income 
vvith the formula: 


Ağ 
MPS - MPI 
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"To remember the symbols in these equations, Y 
refers to income, G refers to government expenditures, 
MPS refers to marginal propensity to save, MP1 refers 
to marginal propensity to import and finally D (delta) 
in Greek alphabet means the change in the related 
variable. IFvve remember the example provided in the 
previous chapter, vvhen marginal propensity to save is 
0,30 and marginal propensity to import is 0,10 andin 
case of an increase of 400 TLin public expenditures, /7 
the government dloesnt increase the taxes, vve determined 
the increase in income as: 


AY--— 
0.30 --0.10 
AY — 1000 


400 


VVhile discussing the effect of public 
expenditures increase on the income, vve vvould 
like to dravv your attention to the statement vve 
used differently in the previous chapter. According 
to that, in order to obtain the amount above, £Z/e 
government must not increase the taxes. As vve include 
the taxes into the model, vve have to discuss vvhat 
vvill happen in case of this possibility becomes true. 


4“ important 


Li 
Keep in vievv that the same 
mechanism can also operate in 
opposite direction. IF government 
reduces its expenditures, it is clear 
that the decrease in income vvill 
be greater than the reduction in 
government expenditures. İf you 
consider the example in the text 
above, vyhen government cuts 
expenditures by 400 TL (1.e., AG 
z -400 TL), change in income also 
carries a negative sign and equals to 


AY - -1000 TL. 


Changes in Taxes 


VVe mentioned the income-decreasing effect of 
the taxes before. Thus, vvhile any increase in taxes 
creates a decreasing effect on income, inversely 
any decrease in taxes creates an increasing effect 


on income. But the problem here is that in vvhat 
extent any increase or decrease on taxes vvill be 
reflected on income. 


Changes in autonomous taxes as vve included 
into the model have an impact on disposable 
income as a basic factor determining consumption 
expenditures and changes in disposable income 
cause changes in consumption expenditures, as 
vvell, But as vve noticed vvhile revievving aggregate 
expenditures, income changes are not reflected as 
much as on consumption expenditures. Likevvise, 
there are leakages in income-spending stream. 
First, a part of increase occurred in income is out 
for consumption, vvhile it is partly transferred 
to savings. ln other vvords, income changes are 
reflected on consumption expenditures according 
to marginal propensity to consume. On the other 
side, income changes are partly reserved for goods 
and services produced abroad and the part of 
income increase reflected on import is determined 
by marginal propensity to import. 

According to the explanation above, the effect 
of tax changes on consumption expenditures is 
determined by subtracting marginal propensity to 
import (MPT from marginal propensity to consume 
(MPC). Namely, the part of additional income 
actually consumed domestically is determined 
according to difference betvveen marginal 
propensity to consume and marginal propensity 
to import. İncrease in consumption expenditures 
determined according to this difference creates the 
multiplier effect vve have already learned. "Thus, the 
mulüplier effect created by any change in taxes can 
be named as tax multiplier and can be shovvn vvith 
the formula: 


Tax multiplier 
is the coefficient that determines the effect 


of a change in taxes on the level of income. 


Tax Mulliplier z -(MPC — MPI PETU ARI 
MPN x MPI 


Taking into account the data in Table 4.1, since 
MTC z 0,70 and MPI - 0,10, tax mulltiplier is 
found as 
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Tux Mulliplier € —(0.70 — 0.10) əs 
0.30--0.10 
x —(0.60)/2.51 
-—1.5 


If vve examine closely, tax multiplier has a 
negative sign. "This refers that tax changes vvill be 
reflected on income inversely, meaning that tax 
increase vvill decrease income, and tax decrease vvill 
increase income. İf the value of tax multiplier is 
knovvn, the effect of tax changes on income can 
easily be calculated, For example, if autonomous 
tax of 330 TL in Table 4.1 is increased up to 430 
TL by adding 100 TL, lets try to find out in vvhat 
extent a level of equilibrium income of 4500 TL 
vvould be affected from this increase. 


VVe can calculate the income change as follovvs: 


AY - -(MPC- MPI) ——— İAT 
MPS 3. MPI 
AY — -(0.70 - 010) ə roy (7077) 
0.30 :-0.10 
AY - -(0.60)(2.5)(100) 


AY — -1507L 


According to this result, an increase of 100 
TL in autonomous taxes vvill decrease the İevel of 
equilibrium income by 150 TL. Given that the 
initial level of equilibrium income is 4500 TL, after 
this calculated decrease, nevv level of equilibrium 
income vvill be 4350 TL. 


Changes in Public Expenditures 
and Taxes Together 


VVe revievved changes in public expenditures 
vvithout any tax change or changes in taxes vvithout 
any change in public expenditures so far. At 
this point, there is one question vve have to find 
an ansvver: V/7Zaz Zappens if government changes 
bublic expenditures along uvith taxes? For instance, 
if government increases public expenditures and 
finances this increases via taxes, vvhat vvould be 
effect of these changes? Considering previous 
examples, vve can easily ansvver this question. As you 
remember, in the examples above, vve calculated if 
government increases public expenditures 400 TL, 


income vvill increase 1000 TL. As in the example 
of taxes above, if government finances 100 TL of 
its public expenditure increase of 400 TL, 100 
TL increase in taxes vvill decrease income by 150 
TL. If vve sum up these tvvo changes, in case of 
financing increase of public expenditures partİy by 
taxes, vve can easily find the net change in income. 
According to our example, the net effect of public 
expenditures and taxes on income vvill be found as 
1000 4 (-150) - 850 TL. 


İt is necessary to emphasize several points in this 
calculation. First, the effects of changes in public 
expenditures and taxes on income are opposite to each 
other. Second, in terms ofabsolute value, expenditure 
mulüplier is higher than tax multiplier. The reason is 
that, change in public expenditures affects aggregate 
expenditures directly vvhile a change in taxes affects 
consumption expenditures via disposable income, 
hence aggregate expenditures indirectİy. 


In the example above, the state vvas increasing 
public expenditures by 400 TL vvhile increasing 
taxes by 100 TL, in other vvords, having a deficit in 
the budget. İf government does not vvant to have 
a deficit in its budget and decides to finance this 
increase in public expenditures totally by taxes, 
an interesting situation emerges. İf vve return to 
our example, in order not to cause a deficit in 
budget, vve have to revievv the change on income 
if government finances the public expenditure 
increase of 400 TL totally via increasing the taxes. 
At first glance, since public expenditures and taxes 
increase by the same amount and their effects 
are opposite on income, you may consider that 
income vvill not change. Hovvever, this is not the 
case. VVe mentioned before that vve have to sum up 
the multiplier effects of these tvvo changes to see 
the case, Net effect of public expenditure and tax 
changes on income can be calculated as: 


AG 4: “ (MPC - MP1) AT 
MPS -- MPI 


nənə 
MPS 3 MPI 


If vve put values in their places in example, vve 


find that 


AY - 2.51400 --İ— 1.5400 
AY - 2.5 -1.5İ400 
AY - 400 
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As it can be seen, vvhen public expenditure 
increase is financed totally via taxes, the level of 


In the equation above, if the statement in İ) is 
simplifted, 


income increases is equal to expenditure increase. As 
you may notice, net multiplier value in brackets in 
above calculations 12,5 - 1,5) is equal to 1. In case 
of changes in public expenditures and taxes are the 
same, the numerical value of net mulüplier being 


equal to 1 is called as balanced budget multiplier. 


, 11— MPC-MPI 1... 
-—————,77..n..u-uur AĞ 
MPS - MPI 


is obtained. As sum of marginal propensity to 
consume and marginal propensity to save is equal 
to 1, 1-MPC z MS relation is put in place, the 
result vvill be: 


“.. budget mül pliez MPS :- MPI1... 
is the net multiplier vvith a value of 1 vvhen ———....- 
MPS -- MPI 


government expenditures and taxes change 


in the same amount and direction. : . : 
According to the last equation vve obtained, as 


long as AG z AT, since the value in brackets vvill 
be equal to 1, AY z AG is obtained. Given that the 
value in brackets reflects multiplier value, balanced 
budget multiplier vvill be obtained vvith 


Balanced budget multiplier can also be obtained 
as a formula like that: 


MPS - MPI 


MPS -- MPI 
Balanced Budget Mulliplier c1 


AG 4 a AT Balanced Budget Mulliplier 


1 
AY -) —— 
MPS - MPI MPS -- MPI 


As long as AG z AT, one gets the follovving 
reorganized form of the equation: 


.- ”— MP 
AY- il R (UMPC — MP1) AG 
MPS -- MPI MPS “— MPI 


your turn ” 

In country X, as a result ofattempts to dovvnsize the 
state, government restricts public expenditures. On 
the other hand, in order to eliminate the possible 
budget surplus against decreased spending, taxes 
are decreased by equal amount. Evaluate the net 
effect of these changes on the level of equilibrium 
income of country X on a graph. To avoid the 
level of equilibrium income to be affected by these 
policy change, vvhat vvould you advise to economic 
policy makers? 


STRUCTURE OF FISCAL POLICY 


Fiscal policy is a branch of general economy policy. As knovvn, if the tools used to realize the obiectives 
of economic policy are related vvith public economy, any intervention is defined as fiscal policy. A successful 
fiscal policy requires adiustments of public expenditures and revenues according to macroeconomic 
obiectives considering their effects on economic variables. Fiscal policy is a discipline that has gained 
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importance and grovvn fast since 1930s. In fact, the 
discussions stemming from 1929 Great Depression 
are deemed as the origin of modern fiscal policy. 
In 1950s and 1960s, fiscal policy found an 
opportunity to spread vvidely and to develop more. 
The reason of this situation is that qualitative 
and quantitative developments in the economic, 
social and politic areas and the public finance 
variables provide government the opportunity to 
interfere the economic life. Hovvever, after 1970s, 
as a result of an economic environment in vvhich 
high inflation and high unemployment rates 
occurred at the same time together vvith slovving 
dovvn economic grovvth throughout the vvorld 
economy, fiscal policy lost its popularity on a large 
scale. VVith critics of nevv classical economists, it 
is started to discuss the efficiency of fiscal policy 
to solve the macroeconomic problems alone. VVith 
the global economic crisis in 2008, fiscal policy 
in the context of government intervention to the 
markets and consequently to the economy has 
gained importance again. Since 1960s, today it 
can be said that the fiscal policy is deemed as an 
efficient economic policy against economic crisis. 


If vve can set effects of changes in government 
expenditures and taxes on income or production, 
vve can also analyze vvhat fiscal policy should have 
a direction to compensate expenditure shortages or 
overflovvs. 


Expansionary Fiscal Policies 


Assume, for instance, that the economy is faced 
vvith an undesired high unemployment rate. By 
analyzing hovv government changes the fiscal policy 
to combat this problem, vve vvill revievv the direction 
of fiscal policy. Since the current unemployment 
rate in this economy is higher than the desired, 
realized production level is far from providing full 
employment, and therefore, economy needs a higher 
expenditure level. According to Figure 4.35, vvhile 
full employment output is realized in Y” level, the 
economy actually can realize production level Y. As 
you see from the figure, income level Y is belovv the 
income level Y” signifying full employment level of 
income. The situation in vvhich an economy operates 
vvith insufficient expenditure level is called as having 
a deflationary gap. In order to reach the output 
level Yp in other vvords, to close the deflationary 
gap by eliminating spending gap in the economy, 


it is required to shift aggregate expenditure function 
upvvard to position AE, indicated vvith dashed 
İines. Shifting aggregate expenditure function to 
the position AE,, raises the employment level by 
increasing the output level, 


ğ 
z Yə 457 
o 
c 
2 
x AE, 
Lil 
AE 


ZA Y 


Y . 


Figure 4..3 Expansionary Fiscal Policy 


For the government to shift aggregate expenditure 
function upvvard to production level YP vvithin the 
scope of vvhat vve learnt so far, there are three vvays: 
First, the government may decrease taxes that vvill 
cause income level to raise by shifting consumption 
function upvvard. Second, by increasing public 
expenditures the government may ensure total 
aggregate expenditure function to move upvvard. 
"Third, in order to make the investments to be more 
profitable, the government may encourage more 
investments by providing more tax discounts. As 
knovvn, an increase in planned investments also shifts 
aggregate expenditure function upvvard. Arranging 
fiscal policy to increase aggregate expenditures is 
called as expansionary fiscal policy. 


Expansionary fiscal policy 
is the fiscal policy that aims to raise 


aggregate expenditures by increasing 


government spending and/or reducing taxes. 


Contractionary Fiscal Policy 


If there is an inflation problem in the economy, 
the government must create a different economic 
policy set to fight vvith that problem. According to 
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the Keynesian model, the reason of inflation is the 
excess of aggregate spending. So, trying to buy more 
goods and services than the economy can produce 
causes inflation. As an appropriate policy against 
inflation, the government needs to adopt policies 
decreasing aggregate spending or increasing taxes 
or appiying both measures. 


Contrary to the situation discussed above 
subtitle as an example, sometimes, an economy 
may experience instabilities because of excess 
aggregate spending, as vvell, Tust as vvhen the 
demand ofa good is more than its suppİy, the price 
of that good increases: in case of aggregate spending 
overcomes the value of realized production, general 
price level also starts to rise from macroeconomic 
point of vievv. As you remember, vve named this 
kind of economic environment as 77z/7277o7zary gap 
before. In Figure 4.4 belovv, current production 
level realized in the economy is indicated vvith Y, 
and full employment output level is indicated vvith 
Yp. If vve look closely, because planned aggregate 
spending is higher than the value of actual output, 
aggregate expenditures should be decreased. For 
this purpose, aggregate expenditure function 
denoted vvith AE should be shifted dovvnvvard to 
position AE, indicated vvith dashed İines. İn this 
case, since planned aggregate spending is equal 
to the value of actual output, increasing trend of 
prices vvill be eliminated, as vvell. 


in 459 


AE 


Expenditures 


AE 


Figure 4.4. Contractionary Fiscal Policy 
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For the government to shift aggregate 
expenditure function dovvnvvard to output İevel 
YE vvithin the scope of vvhat vve learnt so far, there 
are three vvays: First, the government may increase 
the taxes. As vve savv before, increasing taxes vvill 
pull dovvn the aggregate spending by decreasing 
consumption expenditures, and hence, the level 
of equilibrium income vvill drop dovvn tovvard 
full employment level, YF. Second, government 
may cut public expenditures and this vvill pull 
dovvn aggregate expenditure function and level of 
equilibrium income. “İhird, by changing tax lavvs 
government makes it hard for companies to invest. 
Emerging decrease in planned investments vvill pull 
dovvn aggregate expenditure function, and hence, 
the equilibrium output level, as vvell, Arranging 
fiscal policy for depressing aggregate spending is 
called as contractionary fiscal policy. 


Contractionary fiscal policy 
is the fiscal policy that aims to decrease 
aggregate expenditures by reducing 


government spending and/or increasing 


faxes. 


İt is not difficult to understand the process vve 
try to outline above related to the fact that the 
fiscal policy to be contractionary or expansionary 
according to situation ofthe economy. Ifan economy 
suffers from a high rate of unemployment, the 
government, directly or indirectly, should encourage 
increase in private and/or public sector spending, 
i.e,, it should follovv an expansionary fiscal policy. 
"This kind of fiscal policy is resulted in increasing 
production and creating nevv )ob opportunities. 
On the other hand, if an economy suffers from a 
high rate of inflation, the government, directly or 
indirectly, should encourage decrease in private and/ 
or public sector spending, i.e., it should follovv a 
contractionary fiscal policy. This kind of fiscal policy 


vvill diminish the increasing pressure on prices. 


İntroduction to Economics il 


your turn . 
Calculate the level of equilibrium income 
in an economy having the data summarized 
in table belovv. Considering the full 
employment level of income being assumed 


as 650 billion TL, 
EX IM 


Y Cc I G T 

(sso 370 İ100 1130 150 160 150: 
"so 450 1100 150 İs0 so İs. 
7780 530 o. 130 İs0 so İs. 
"əsə: so 100 150 İs0 İso İs, 


isə İsə İrmİst İsə. İn İm 


Evaluate the situation of this 


economy. 
In order to reach the full employ- 
ment level of income, holding 
everything else constant, cal- 
culate the amount of change 
required in public expenditures. 
In order to reach the full employ- 
ment level of income, holding 
everything else constant, calcu- 
late the amount of change in 
taxcs. 


FISCAL POLICY AND 
ECONOMIC STABILITY 


In terms of managing all activities in the economy 
in a stable manner, the absence of primary instabilities 
such asinflation, unemployment, balance ofpayments 
deficit or surplus and the presence of consistentİy 
grovving GDP are required. "his type of environment 
in the economy is called as economic stability and 
policies follovved for that purpose are knovvn as 
economic stabilization policy. The main obiective of 
economic stabilization policies is to provide and/or 
maintain equilibrium in the economy. Here, vve vvill 
discuss the fiscal policy and stabilization programs 
follovved for ensuring economic stability. 

Fiscal policy is the entire policies applied by using 
public sector revenues, expenditures and debts in 
order to achieve and maintain economic equllibrium 
or eliminate the disequilibrium in the economy. 


In developing countries economic stabilization 
policies are generally used to realize macroeconomic 
obyectives such as improving balance of payments, 
reducing public sector deficits and decreasing 
the inflation. In other vvords, the main obiective 
of stabilization policies is to set up the disrupted 
equilibrium betvveen resources and 
changing needs and to redirect the economy. "The 
need for these type policies comes from economic 
instability arising from internal and external 
factors. Knovving the factors being internal or 
external and temporary or permanent is important 
for preparation, application and conclusion phases 
of policies. 


existing 


VVithin this context the finance policy may be 
implemented in tvvo vvays: 


e Via automatic stability providers (auto- 
matic stabilizers) and 

e By enabling discretionary policies. 

According to the concept named as automatic 
stability providers or automatic stabilizers, some 
items existing in both spending and revenue sides 
of government budget, automatically change to 
diminish eyclical fluctuations and help providing 
stability. Although the automatic stabilizers are 
not enough to provide economic stability, these 
may help significantly. During economic recession 
and high unemployment periods, the tools in 
question are automatically step in and diminish 
the descending trend of GDP. On the other hand, 
during excessive economic activity vvith increasing 
inflationary pressure, these tools may help to 
diminish pressures mentioned. 


Automatic stabilizers are the revenue 


and expenditure items in the government 


budget that automatically change to provide 


stability in the economy. 


"The primary automatic stabilizer is the income 
tax. Of the income taxes, automatic stabilizer 
characteristic is more clear and also significant in 
progressive income tax. Taxes collected over income 
are in the center of a tax system. VVhen production 
(i.e., income) increases in an economy, total income 
tax revenuc of the government increases as vvell and 
vice versa. İn progressive income tax system, tax rate 
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that a person has to pay increases vvith the income 
of that person obtains. For instance, for simplicity, 
suppose that first tvvo brackets of income tax and 
related tax rates for each bracket are as follovvs: 
1006 for 1 — 10,000 TL annual income and 15906 
for 10,001 — 30,000 TL annual income. A person 
vvith an annual income of 7,500 TL vvill pay 750 
TL as income tax. Suppose further that he/she novv 
obtains 15,000 TL annual income. Since his/her 
income increased he/she vvill pay 1,750 TL income 
tax novv (1000 for the first 10,000 TL plus 15906 for 
remaining 5000 TL: 1000 TL 4 750 TL). As you 
notice, the ratio of tax paid to income obtained 
has also increased from 1006 to 11.706 because of 
income rise and progressive income tax schedule. 
"This aspect of progressive income tax system makes 
İt an important economic policy tool. VVhen 
the production decreases and starts to increase 
in the country, the volume of collected income 
tax decreases as vvell, Hovvever, the reduction in 
disposable income vvill be less than the reduction in 
income. "his also means a decrease in consumption 
spending to be less and, consequently, diminishing 


GDP grovvth to stop. İn an economic environment 
vvhere production (income) goes up very fast 
and inflationary pressures occur, total income tax 
revenue of the government increases as parallel. This 
situation means that rise in disposable income vvill 
be less than rise in GDB and therefore, increasing 
trend of income vvill pause. 


Another important automatic stabilizer is 
the unemployment insurance premiums and 
unemployment benefits. These premiums and 
benefits (and all similar social security premiums 
and payments) vvith their supportive effect on 
consumption, production and unemployment 
İovver the intenseness of economic dovvnturns. 
During recovery periods of a business eycle, for 
instance, since employment level in the economy 
is high, social security institutions gather İarger 
amount of funds as a result of high amount of 
premium payments. On the other hand, during 
the same period, unemployment benefits paid to 
unemployed vvorkers vvill be İovv as a result of high 
employment. These tvvo factors together prevent 
accelerating income increase in the economy. 


your turn 


Explainhovvunemployment 
insurance premiums and 


unemployment 


benefits 


operate to smooth the effects 


of economic slovvdovvns. 


Besides the above mentioned automatic stabilizers, dividend payments of corporations, savings of 
households, changes in firm stocks, government budget deficit or surplus can also serve as automatic 
stabilizers. Operating mechanism of them, apart from governments specific intervention to the economy, 
can contribute to automatically balancing of small-scale economic problems. VVhen the scale of economic 
problems gets bigger, discretionary economic policies have to be used in order to solve them. Depending 
upon these properties of automatic stabilizers, therefore, they should be thought as auxillary tooİs for fiscal 


and monetary policies. 
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Explaining the changes stemmed from including 
taxes into our macroeconomic model. 


In terms of their macroeconomic effects, there are some factors 
vvhich are under governments direct control and not. For 
instance, government directly determines the tax rates to be 
applied over income, but it cannot control income tax revenue 
to be obtained directly. By the definition of disposable income 
concept, due to the taxes to be subtracted from income, vvhen 
included in the model, taxes get a negative sign and have a 
reducing effect on the level of equilibrium income. 


Explaining the effects of government:s spending and 
taxing decisions on the level of equilibrium income. 


"The changes in public expenditures are reflected on income 
exponentially via expenditure multiplier. Therefore, vvhile 
increases in public expenditures magnify income, decreases 
in public expenditures reduce income. Any change in taxes 
affects income inversely via tax multiplier. Hovvever, the effect 
of taxes on expenditures shovvs itself indirectly via its effect on 
disposable income. 


Expenditure multiplier, as an absolute value, is bigger than 
the tax multiplier. The reasons of that is the direct effect of 
public expenditures and indirect effect of taxes on aggregate 
expenditures. If government increases public expenditures and 
finances all of them by increasing taxes, the level of equilibrium 
income increases equally vvith public expenditures. İn such a 
case, the effect of emerged net mulltiplier is equal to 1 and it is 
named as balanced budget mulciplier. 
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Explaining hovv to use fiscal policy to fight 
against economic recession and inflation. 


In case ofan insufficient spending in the economy, it is possible 
to raise aggregate expenditures and to eliminate excessive 
unemployment via expansionary fiscal policy. İn case of 
an excessive spending in the economy, it is possible to limit 
aggregate expenditures and to eliminate inflationary pressure 
via contractionary fiscal policy. 


Summary 


Explaining the relationship betvveen fiscal 
policy and economic stability. 


Government budget is a document authorizing her for making 
expenditures, collecting revenues and shovving the balance 
betvveen them. İf public expenditures are higher than public 
revenues, the emerged budget deficit can only be met by 
governments borrovving. Some variables called as automatic 
stability providers and existing in budgets revenue and 
expenditure items automatically change to diminish eyclical 
fluctuations and contribute to economic stability. 
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VVhich of follovvings is not one of the usage 


forms of created income? 


a, Consumption 

b. Taxes 

c. Government expenditures 
d. İmport 

e. Saving 


In an economy vvith marginal propensity to 
consume is 0.80, marginal propensity to import 
is 0.05, holding everything else constant, vvhat 
should be the increase in government expenditures 
in order achieve a 500 TL increase in equilibrium 
income? 


a, 50 b. 125 c.200 d.300 e. 425 


El Ifyou consider the data given above question, 
vvhat should be the reduction in taxes to achieve 
the same amount of income increase, holding 
everything else constant? 


ev 5-9 İb, İİSÜMü c, İİS9c7 ak 21032 s, 2556 


İH VUhat is the condition that provides the value 
of balanced budget multiplier as 1? 


. Changes in expenditures should be met 
completely by changes in taxes 

. Sum of marginal propensity to consume and 
save should be equal to 1 

. Marginal propensity to import should be greater 
than 0 

. Sum ofautonomous expenditures of government 
and ınvestment should be equal to autonomous 
consumption expenditures 

. The economy should carry closed economy 
properties 


ET VVhich of follovvings indicates the effect of 
a tax increase on aggregate expenditure function 


(AE) and income (Y)? 


a. AE shits dovvnvvard and Y decreases 

b. AE shifts upvvard and Y increases 

c. AE shifts upvvard and Y decreases 

d. AE shifts dovvnvvard and Y increases 

e. AE and Y do not change their original position 


kül VVhen taxes are introduced to determination 
process of equilibrium income, vvhat is the income 
concept that determines consumption spending? 


a, Personal income 

b. National income 

c, Net national product 
d. Gross national product 
e. Disposable income 


EZ VVhat is the value of tax multiplier vvhen 
marginal propensity to consume and import are 


0.85 and 0.05, respectively? 


zl. eb) 
b. -4 
(ə, 22 
d. 4 
G: 5) 


" If the expenditure multiplier has a value of 4, 


vrhat is the value of tax multiplier? 


and 
İb 2) 
Gəz 
d. -3 
e. -4 


nı Ifthevalues ofexpenditure and tax multipliers 
are 5 and -4, respectively, vvhat is the value of 
change in income vvhen government increases 
expenditures 100 million TL and partly finances 
this amount by increasing taxes 50 million TL? 


gl, əəlü) 
b. 300 
c. 100 
d. 50 
e, -50 


VVhich of follovvings is one of automatic 


stabilizers? 


. Progressive income tax 

. Quantity of money 

. Government expenditures 
. Foreign exchange rate 

. İnterest rates 
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Ansvver Key for “Test Yourself” 


Suggested Ansvvers for “Your Turn” 


Fiscal Policy and Aggregate Expenditures 


If your ansvver is incorrect, revievv “Public 
Expenditures, Taxes and Disposable 
Income” 


If your ansveer is incorrect, revievv “Public 
Expenditures, Taxes and Disposable 
Income” 


If your ansvver is incorrect, revievv 7/: İb If your ansvver is incorrect, revievv 
“Changes in Public Expenditures” “Changes in Taxes” 


If your ansvver is incorrect, revievv E If your ansvver is incorrect, revievv 


“Changes in Taxes” “Changes in Taxes” 


If your ansvver is incorrect, revievv 
“Changes in Public Expenditures and Taxes 
Together” 


If your ansvver is incorrect, revievv 
“Changes in Public Expenditures and Taxes 
Together” 


If your ansvver is incorrect, revievv HEi(olifeili Tf your ansveer is incorrect, revievv “Fiscal 
“Changes in Taxes” Policy and Economic Stability” 


After the Great Depression started in 1929, 
significant increases in public expenditures 
vvere observed vvorldvvide. İt is a fact that these 
İncreases have come until today. VVhat may 
be the reasons of these increases in public 
expenditures? 


"The apparent reasons for increasing public expenditures include loses in purchasing 
povver over time, changes in budgeting systems, increases in population and border 
changes among countries. Hovvever, actual reasons for increasing public spending 
consist of explicit enhancement of duties and responsibilities that governments 
undertake, requirement for performing nevv services due to technological changes, 
requests for improving the quality of services that government produces. VVe also 
indicate social and military factors arising from changes in social structure of 
countries. 


your turn 1 
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İn country X, as a result of attempts to 
dovvnsize the state, govemment restricts 
public expenditures. On the other hand, 

in order to eliminate the possible budget 
surplus against decreased spending, taxes 
are decreased by equal amount. Evaluate 
the net effect of these changes on the level 
Of equllibrium income of country X on a 
graph. To avoid the level of equllibrium income to be affected by these policy 
change, vvhat vvould you advise to economic policy makers? 


A decrease in public expenditures affects equilibrium income dovvnvvard. Aggregate 
expenditure function initially indicated vvith AE vvill move dovvnvvard to position 
AE,. Butas a result of expenditure cut, government must reduce taxes by an amount 
equal to decrease in spending in order to avoid budget surplus. This affects aggregate 
expenditures upvvard. Hovvever, increase in spending due to tax reduction (as it is 
appeared indirectly via disposable income) vvill be less than decrease in spending due 
to expenditure cut. İn summary, aggregate expenditure function AE, shifts upvvard 
to position AE.,. If vve look closely, AE, is belovv the initial AE function and level 
of equilibrium income is less than the initial level, In fact, as vve knovv the balanced 
budget concept, it is possible to determine the amount of decrease in equilibrium 
income. Accordingİy, as a result of processing the balanced budget mulliplier, level of 


OuEturno equilibrium income vvill decrease equal to decrease in public expenditures. 
Y As can be seen, a change in fiscal policy 


caused a recession in the economy . 
by decreasing income (increasing 
unemployment). İF it is desired that 
level of equilibrium income not to be 
affected by this change in fiscal policy, 
tax reductions should be more than the 
decrease in public expenditures. İn that 
case it is obvious that government should 


have a deficit in the budget. ” 


Expenditures 


“IDI AnOA, 10) SMƏMSUV pəlsəDbBns 


Fiscal Policy and Aggregate Expenditures 


Calculate the level of equllibrium income in an economy having the data 
summarized in table belovv. Considering full employment level of income 
being assumed as 650 billion TL, 


Y c ı G EX IM T 


(sso 1370 İoo 150 (50) İ80- 501 
(so İs İroo 150 150 İao 150) 


U7so İsso İ oo. 130 İs0 İso İs: 
"sə İsto İoo 150 İs0 İso İs: 
is İas İlan İso. İs. İns) 


Evaluate the situation of this economy. 
e İn order to reach the full employment level of income, holding everything 
else constant, calculate the amount of change requlired in public 
expenditures. 
e İn order to reach the full employment level of income, holding everything 
else constant, calculate the amount of change in taxes. 


In this economy, the level of equilibrium income is achieved vvhen planned 
aggregate spending is equal to the production value. According to that, in case 
of total income is 750 billion TL, planned aggregate spending (C:H-G-X) 
value is 750 billion TL (530--100--150-30), as vvell, 


VVhile current level of equilibrium income is 750 billion TL, if full employment 
level ofincome is 650 billion TL, 


e "This economy is in equilibrium vvith excessive employment. İn other vvords, 
there is an inflationary gap. 


Suggested Ansvvers for “Your Turn” 


e To achieve full employment İevel of income, equilibrium income 
should reduce by 100 billion TL. Therefore, government should apply 
contractionary fiscal policy measures and reduce public expenditures vvithin 
this context. Accordingly, public expenditures should be reduced by using 


AY - Expense Multplier X AG 


your turn 3 
mechanism. İn the table provided, since import spending is included into model 
autonomousİy, expenditure multiplier vvill be 


İ 
Expenditur Mulliplier - —— 
MPS 


In the model, value of marginal propensity to consume for each level of income 


vvill be calculated as: 


MPC — 75: — 0.80 
AY — 100 
Depending on MPC-MPSozT relation, MPS - 0.20. In the light of this 


information, if knovvn components are substituted in 


AVr 77 
MPS 
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Calculate the level of equllibrium income in an economy having the data 
summarized in table belovv. Considering full employment level of income 
being assumed as 650 billion TL, 

Y is G EX IM T 


(sso 370 İ 100 1130 150 İg0 150- 
"so so 1 oo 150 İs0 İso 150 
7780 530 100 1130 150 0 150: 
"asə so 100 150 İs0 so 1150 
is İsi fəla İso.İso İm) 


Evaluate the situation of this economy. 

İn order to reach the full employment level of income, holding everything 
else constant, calculate the amount of change required in public 
expenditures. 

İn order to reach the full employment level of income, holding everything 
else constant, calculate the amount of change in taxes. 


equation, 


— İl(000)c .£ 
0.20 


100-566 
AYI — əl 


“IDI AnOA, 10) SGƏMSUV pəlsəbBns 


is obtained. İn order to achieve full employment level of income or eliminate the 
inflationary gap, public expenditures should be reduced by 20 billion TL. 


əv İf government uses taxes to return full employment level of income, taxes 


should be changed according to 
AY z Tax Multplier AT 


your turn 3 mechanism. As import spending is considered as autonomous, the tax multiplier 
should be calculated by using the formula: 


— ö) 
Tax Mulliplier MPC 
MPS 


— 0.80 
Tax Mulliplier s 57 -—i 
0.20 


Accordingiy, to realize the desired change in the economy, 
-l00——x 
AT — -4 x(-100) 
AM 


is obtained. To return full employment level of income, taxes should be increased 


by 25 billion TL 


Fiscal Policy and Aggregate Expenditures 


Explain hovv unemployment insurance premiums 
and unemployment benefits operate to smooth 
the effects of economic slovvdovvns. 


In unemployment insurance system, the vvorker pays insurance premiums during s/ 
he vvorks, then gets payments vvhen s/he is unemployed. VVhen the vvorker starts to 
vvork again, unemployment insurance payments are ended. "İherefore, vyhen GDP 
starts to decrease, meaning that unemployment increases, premium payments for 
unemployment insurance are reduced, and the insurance paid to vvorkers increases. 
On the other hand, vvhen GDP increases rapidly and economy goes under an 
inflationary pressure, unemployment insurance premium payments increase 
and unemployment insurance payments decrease depending on the decrease in 
unemployment. As can be seen, these automaticalİy emerged changes are the ones 
vve desire. VVhen unemployment is high, the expenditures are pumped, and vvhen 
inflation is high, they are suppressed. 


your turn 4. 


Suggested Ansvvers for “Your Turn” 
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FIABPanbik 


THE MACROECONOMIC EQUILIBRIUM V/HEN TAXES ARE DETERMINED 
ACCORDING TO INCOME 


Here, vve vvill algebraically analyze the model relating to determining the level of equilibrium income. 
As vve vvill include taxes into the model in this analyze, there vvill be more equations. Lets remember 
the equations vve used in this chapter by retyping them vvith their general demonstrations and add a tax 
function determined according to income into the model: 


C-CoeY" Consumption function 
1 Autonomous ivestment expenditures 
G — Go Autonomous public expenditures 
EX — EXo Autonomous export income 
IM € IMo Fk imY" İmport function 
Te To”tY Tax function 
yo Disposable income equation 
NX “ EXo-IM Net export equation 


Unlike the equations vve used previously, vve include tax function and disposable income equation into 
model here. İn tax function, To refers to autonomous taxes, and £ refers to marginal income tax rate. If 
the equations defined above are substituted in definitional equation that vve use during determining level 
of income, 


Y-ÇCÇ-I-G-X 
Y-Cş l eY" 1) Go EXo — IMo — imYf 


If the disposable income definition and the tax function are substituted into the above equation, vve 
vvill get respectively 


y- Co m c(Y —- T) " ım “F Go “. EXo IMo im(Y T) 


Ye (Uş- c(Y - To- tY) “- 10 — Go c EXo — IMo — im(Y - To - (Y) 


VVhen equation is rearranged by performing required expansions and simplifications 


İ 
y- — —İC, .T,aG, e EX,-IM,—(c-im)T,İ 
simz-1(c-im) 


is obtained. İn this equation, terms inside the brackets shovv the sum of autonomous magnitudes and 
the statement in front of the brackets indicates the expenditure multiplier including taxes varying vvith 
income. "Therefore, if taxes are determined according to income, the expenditure multiplier vvill be 


l 
s cm He i(c -im) 


Mulliplier 


Chapter ə. Money and the Economy 


İ After completing this chapter, you vvill be able to, 


ı 2 Explain the evolution of money in time and the 


Explain the functions of money in an economy, contents of money suppİy concept 


relationship betvveen the quantity of money 


, Explain hovv banking system creates money 
and economic activities, 


Explain hovv Keynesian economists explain the 
under its basic operating principles, 


Learning Outcomes 


50: Hö Pac 277 “0500 Explain hovv central bank uses the tools it has 
b relationship betvveen the quantity of money il to control amount of money. 
and economic activities, . 
Chapter Outline Key Terms 
İntroduction Functions of Money 
VVhat is Money? Commodity Money 


Fiat Money 
Near (Quasi) Money 
Deposit Money 


Evolution of Money 
Banking System and Banks” Money Creation 


Money and Economic Activvities: İndirect Supply of Money 
Channel Demand for Money 
Money and Economic Activities: Direct Expansionary Monetary Policy 
Channel Contractionary Monetary Policy 
Central Banking and Implemention of Tools of Monetary Policy 


Monetary Policy 
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INTRODUCTION 


Money is one of the most interesting goods in 
history of humanity. İn the ages before Christ, it is 
knovvn that the most commonly used money vvas 
covv. There are various documents found indicating 
that clothes, corn, slaves, knives and even beer have 
been used as money in different ages and places. 
"The first metal money knovvn in history vvas used 
in 7th century B.C. in ancient Lydia in the Aegean 
region of our country. This money used by the 
Eydians vvas an alloy of gold and silver and had a 
İion figure on it. The first banknote vvas used by 
goldsmiths in London in 7th century A.D. Money, 
vvhich has an interesting historical development 
process, has important effects on economy. For 
example, many economists agree that the main 
reason of inflation is high quantity of money in 
an economy. İn chapters related to macro economy 
vve discussed so far, vve didnt mention the money. 
From novv on, vve vvill include money in our model. 
Although it is so important in economic terms, 
money has aa serious definition problem. İt can even 
be said that one of the reasons of the difference 
among economic theories is different definitions 
of money. İn this chapter, vve vvill try to find an 
ansvver to the question “VVhat is money?”, and vve 
vvill try to determine the effects of banking system 
of a country in determining the quantity of money. 
Supplying money into economy by central bank is 
called as monetary policy and revievving the effects 
of money on economy is called as monetary theory. 
"The primary issue vvithin the scope of monetary 
theory is that hovv the quantity of money or change 
in it effects the general price level and output in 
the economy. İn this chapter, vve vvill revievv the 
latter, the relation betvveen amount of money and 
production, and vve vvill discuss the effect of it on 
prices in the next chapter. 


VVHAT IS MONEY? 


At first glance, the title doesnit seem making 
sense and you may think you can define the money 
by using some of its physical properties. You can 
define money as a piece of paper having certain 
symbols vvith certain sizes and colors. İt is not 
alvvays possible and economically not appropriate 
to define the money vvithin certain limits because 
it is a dynamic concept. İt demonstrates a changing 
structure from community to community and 


even in the same community from time to time. 
Part of the obiects vve accept or use as money 
today vvill possibly be out of money definition 
in future due to the developments in e-trade via 
computer technology and internet. Money cannot 
have a rigid definition having certain limits. Thus, 
the economists, rather than making a specific 
money definition, list the functions of money and 
include everything fulfilling these functions into 
money concept. “Therefore, instead of defining the 
money according to its physical properties, setting 
its content by functions it undertakes is a better 
approach. 


Functions of Money 


Money has three basic functions in an economic 
structure: İt serves as a medium of exchange, a unit 
of account and a store of value, Novv İets discuss 
these functions individually. 


Serving as a Medium of Exchange: The 
first function of money is to be a medium of 
exchange. Economic units exchange goods and 
services on hand vvith money, and use this money 
to buy goods and services they vvant. Money, as a 
medium of exchange, is a kind of tool simplifying 
and accelerating exchange process of goods and 
services, The best vvay to understand the function 
of money as a medium of exchange is to consider 
an environment having no common instrument 
for exchanging. İn such an environment, goods 
and services vvould be exchanged vvith other goods 
and services. So, in such environments there vvould 
be a barter economy and people vvould exchange 
the goods they produced vvith the goods they vvant 
to consume. İf you vvere produce bread and need 
cloth, meat and other goods, you had to contact 
vvith people vvho produce these goods and are 
vvilling to exchange bread vvith goods you desire. 
You vvill experience tvvo important problems 
during this barter process: First, the person having 
clothes on hand should need bread to make an 
exchange vvith you. In other vvords, barter is linked 
to a double coincidence of vvants, vvhich occurs 
only vvhen a trader is vvilling to exchange his/her 
product for vvhat another offers. Second, you have 
to agree vvith each other on the rate of exchange 
— that is, hovv many breads should be exchanged 
for a t-shirt. The necessity of double coincidence of 
vvants and uncertainty about the rate of exchange in 
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a barter economy cause inefficiency by preventing 
specialization in division of labor. Thus, since the 
barter requires too much time and to bargain other 
people one by one, it is not a desired vvay. To see 
hovv money accelerates the exchange process in an 
economy, think about your expenses yesterday, 
then you can understand the difficulty to make this 
amount of exchange vvithout having money as a 
medium of exchange. 


Medium of exchange function of money 


means that it cases and accelerates exchange 
of goods and services. 


Barter is the direct exchange of goods or 
services for another vvithout using any 
medium of exchange. 


Serving as a Unit of Account: The second 
function of money isto bea unitofaccount. Money, 
as a unit of account, is a common measurement 
unit in quantifying the value of goods and services. 
For instance, vve express the values of coffee, tea, 
bread, shirt, shoes, houses or automobiles via 
Turkish Lira in our country. VVithout a common 
measurement unit such that, i.e., if there is a barter 
system, vve vvould have to express values of goods 
and services vvith other goods and services again. 
In an economy including small amount of goods, 
this kind of valuation may not be a big problem, 
but in an economy vvith hundreds of thousands of 
goods and services, any valuation in terms of each 
other vvould cause a great loss of time. Hovvever, 
if vve express the values of goods and services via 
a common measurement unit, meaning that vve 
use a common unit of account vve can eliminate 
that loss of time. Thus, money as a unit of account 
contributes to ensure and increase the efficiency in 
economy. 


Unit of account function of money means 
that it is the common measurement unit in 


quantifying the value of goods and services. 
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Serving as a Store of Value: The third function 
of money is to be a store of value. Money, as a 
store of value, ensures to keep purchasing povver 
on hand. For example, you hold an amount of 
purchasing povver equal to the amount of money 
in your pocket right novv. If you have 20 TL in 
your pocket, you can imagine your purchasing 
povver by thinking about the goods and services 
you may purchase vvith this amount of money and 
understand this function of money easily. "This 
function of money is closely related vvith the prices 
of goods and services in the country. For instance, 
if all prices double right novv, the amount of goods 
and services you can purchase vvith the money 
in your pocket cut in half. In other vvords, your 
purchasing povver vvith the money in your pocket 
halves. Contrary, if all prices of goods and services 
are lovvered, then you can purchase more goods and 
services vvith the money in your pocket, meaning 
that your purchasing povver increases. 


Store of value function of money means that 
it ensures to keep purchasing povver on hand. 


4 
your turn 


In Zongman Dictionary of American English, the 
item “money” is defined as follovv: 


money /"mani// n TU)1 coins or paper notes 
vvith their value printed on them, given and 
taken in buying and selling: He doesn"t 
usually carry much money on him. (“sin his 
pockets)/The repairs vvill cost a lot of money. 
2 vealth: Money doesn”l ahvays bring happi- 
ness. İlf this old picture really is by a famous 
arlist, vve”re in the money. (“ve vill be 
vvealthy) 3 one”s money”s vorth full value for 
the money one has spent: VVe enfoyed the 
film so much that ve feli ved göt our 
money"s yvorih. -see also POCKET MONEY 


VVhat kind of differences are there betvveen 
this linguistic definition and the definition of 
economists? VVhy is it necessary to understand 
exactly the difference betvveen economist 
definition and dictionary definition? 
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EVOLUTION OF MONEY 


VVithin the framevvork of basic functions of it, 
money took various shapesiin time. İt is knovvn that 
many different obiects have been used as medium 
of exchange in various cultures. For example, 
American natives used vvhale teeth: tobacco and 
covv vvere used in colonial USA, cigarettes vvere 
used in German prisoner of vvar camps during 
VVorld  VVar İL and. göld  vvas used in many 
countries as mean of payment. İt is possible to find 
more examples of obiects used as money in history. 
In fact, evolution of money from vvhale teeth to 
current banknotes can be revievved basically in tvvo 
categories: Commodity money and fiat money. 


Commodity money is the obyect vvhich has a 
value vvhen used as goods and vvhich can also be 
used as medium of exchange. "The best example of 
commodity money is gold. Gold has been used as 
means of payment to purchase goods and services 
for centuries: gold also has a value in other usage 
areas as a good. For instance, gold is being used 
as yevvelry or ornaments for centuries, as vvell as a 
means of payment. 


Commodity money is the obiect vvhich 


has both a value as a good and a medium of 


exchange. 


In an economy vvith commodity money, for 
instance, if both gold and silver coins are in use 
(in circulation) at the same time, an interesting 
situation emerges. Since gold as a commodity 
has a greater value than silver, nobody vvants to 
spend coins in his/her pouch and everyone tries to 
spend silver coins first. IF everybody behaves like 
that, the money passing from hand to hand vvill 
be silver coins and gold coins vvill stay in peoples 
pouch. İf vve call silver coins as bad money and 
gold coins as good money, vve can easily say that 
bad money drives out good money in the market. 
"This phenomenon is knovvn as Greshams Lavv (Sir 
Thomas Gresham vvas sixteenth century financial 
agent in Britain Kingdom). 


Greshams Lavv states that the bad money drives 


out the good money in the market. 


"The obiyects having no value as goods but 
referring to a value in purchasing goods and 
services are called as fiat money. The paper pieces 
vve use as medium of exchange today has no value 
as goods. But these papers in your pocket refer to 
an amount of value equal to the numbers printed 
on it in purchasing goods and services. The main 
question to be ansvvered here: “VVhen there are 
obyects having values as a good, vvhy do vve accept 
vvorthless paper pieces as money?” İf the ansvver 
is “Because paper money has a value in terms of 
gold or silver”, let us say that you are vvrong. For 
instance, you cannot exchange paper Turkish Liras 
vvith gold. This paper pieces are accepted as money 
because the government declared them as legal 
payment tools and you (and other members of 
community) accepted this declaration. Today, fiat 
money forms the basis of monetary system in many 
countries. Fiat money can be in different forms 
in each country. In section belovv, vve vvill revievv 
kinds of fiat money in economies today. 


Fiat money is the obyect vvhich has no value 
as. a good but has a value in purchasing 


goods and services. 


Types of Money 


In a modern economy, money splits into three 
types: coins, banknotes and demand deposits. 
Metal money called as coins constitute very small 
part of total money amount at the present time. 
For example in Turkey, the authorized institution 
to issue coins is the Undersecretariat of Turkish 
Treasury. Responsibility of minting and issuing 
coins vvas assigned to General Directorate of the 
Turkish State Mint and Printing Plant, vvhich 
operates as an affiliate of the Undersecretariat of 
Turkish Treasury. Hovvever, coins issued by General 
Directorate constitute less than 0,1 percent of total 
amount of money. “The reason for that coins are 
used in small amount of transactions. For example 
if you try to collect 1.000 TL as coins of 5 kuruş, 
you have to create a small hill consisting of 20 
thousands of 5 kuruş. İnarguably, the metal value 
vvithin coins are much less than the value they 
express. Othervvise everybody vvould melt these 
coins and sell them and vve cannot find any coins 
in the market. 
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Banknotes, namely paper moneys such as 5, 10, 
20, 50, 100 and 200 TL in Turkey, constitute a bigger 
amount of total money. Banknotes are generally 
printed by countrys central bank. For instance, 
Central Bank of the Republic of Turkey (CBRT) 
is the only authority to print banknotes in Turkey. 
"The volume of coins and banknotes constitutes 
the concept called as curreney vvhich is used as a 
synonym for money in everyday usage. As it is not 
possible to convert money to a precious metal today, 
coins or banknotes are legal means of payment. So, 
these metal and paper pieces are money because 
government vvants and you accept. “his situation 
doesnt mean that you have a doubt of paper money 
because it has no value in terms of precious metal. The 
value of money, basically depends on its acceptability 
by community and its scarcity. 


"The third type of money is demand deposits 
vvhich you can vvithdravv anytime from a commercial 
bank and they have the largest share in total amount 
of money. The characteristics of demand deposit 
accounts are that they can be vvithdravvn anytime 
and can be used via checks and credit cards. In 
daily conversation vvhen people talk about money 
they generally mean currency. Hovvever, vve can use 
checks and credit cards as vvell as currency (coins 
and banknotes) in shopping. Of course it is not 
the paper on vvhich checks are vvritten or plastic 
from vvhich credit cards are made to be accepted 
as money, it is the demand deposits for vvhich these 
payment tools are obtained. Economists accept 
demand deposits as money due to its characteristics 
of convertibility to cash anytime and usability as 
medium of exchange, as vvell, 


"These three types of money constitute total 
money in the country. Total amount of money used 
by a community generally refers to a magnitude 
increasing year by year. İn later parts of this chapter 
vve vvill revievv in detail the factors determining the 
changes in the quantity of money, the importance 
and economic effects of these changes. 


Near (Quasi) Money 


VVe included demand deposits into money 
concept by referring that they are accepted as 
money by economists in the explanations above. 
But vve knovv that there are also time deposits in 
banks as vvell as demand deposits. This kind of 
deposits can be vvithdravvn from bank only after a 
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certain time. Therefore, you can not use your time 
deposits to make any payment. If you have a time 
deposit in a bank, you cannot make a payment by 
vvriting a check like in demand deposits. Therefore, 
time deposits are excluded from the money types 
İisted above. In practice, banks generally allovv 
time deposits to be vvithdravvn before its due date 
(maturity) like demand deposits. Since banks allovv 
time deposits to be vvithdravvn before its due date, 
the difference betvveen time and demand deposits 
becomes narrovver. Although it is not possible to 
vvrite a check on time deposits, the possibility to 
convert them to cash or demand deposits anytime 
causes to think that they have same characteristics. 


Many financial assets in many countries 
can easily be exchanged vvith cash, even not as 
much as time deposits. For example, in countries 
experiencing high inflation, the foreign currencies 
(such as US Dollar or Euro) are generally used to 
protect purchasing povver and easily be exchanged 
vvith domestic currency. İn fact, most of the time 
foreign currencies can be used for payments instead 
of domestic currency. Similarly, treasury bills can 
easily be exchanged vvith cash, as vvell, The possibility 
and speed of conversion for these type of assets to 
currency or demand deposit is called as liquidity. 
Considering the full liquidity of money, many 
financial assets may have this property more or less, 
even not exactly. VVhen considering the liquidity 
property, it is not easy to distinguish monetary 
things and non-monetary things. This kind of assets 
having a high liquidity but not used in payments 
directly are called as near (or quasi) monies. 


Liquidity is the speed and easiness of an 


asset to convert currency or demand deposit 
or any other payment tool. 


Near money is an asset vvhich has a high liquidity 


but cannot be used directly in payments. 


Many economists accept that total amount of 
near monies in an economy has a significant effect on 
spending habits. There is a debate betvveen economists 
for years on vvhat is near money and vvhat is not. On 
the other hand, considering the financial innovations 
created by banking system, it doesnt seem possible to 
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solve this disagreement because of nevv financial tools. 
VVe, here, vvould like to highlight that it is not easy to 
distinguish vvhat is money and vvhat is not, but not 
the quality of debate. Hence, in each country, central 
bank as public institution is responsible for controlling 
the amount of money and makes different definitions 
conforming to financial and economic structure in the 
country. İn the follovving part, vve vvill discuss different 
money definitions made by the Central Bank of the 
Republic of”Turkey (hereafter, CBRT). 


Official Money Stock Definitions 


For the reasons vve try to outline above, in each 
country, central bank makes official money supply 
definitions. Some ofthese definitions are more or less 
standardized and have some common components 
and names. These definitions are generally called as 
money suppİy or money stock, but both refer to 
the same concept. İn our country, CBRT makes 
various definitions for money stock. One of the 
most commonly used definitions is knovvn as 
narrovvly defined money stock and indicated vvith 


M1. CBRT”s definition of M1 is as follovvs: 
M1 - Curreney in Circulation 4 Demand Deposits 


"The demand deposits in this definition include 
TL and foreign currency deposits in commercial 
banks, participation banks, investment and 
development banks operating in Turkey. 


MI is a monetary aggregate vvhich consists 
of currency in circulation plus total demand 
deposits in banking system (also knovvn as 
narrovv definition of money suppİy). 


The other frequentiy used money stock 
definition is the broad definition and is indicated 


vvith M2: 


M2 - MI 4 Time Deposits 


M2 is a monetary aggregate vvhich consists 


of MI plus total time deposits in banking 


system (also knovvn as broad definition of 
money suppiİy). 


In this definition, time deposits include TL 
and foreign currency time deposit accounts in the 
banking system. Along vvith traditional definitions 
above, CBRT also makes a third money stock 
definition in vvhich total liquid assets in the 
economy are measured and is called as M3: 


M3 - M2 4 Repo - Money Market Funds 4 


Debt Securities İssued 


In this definition, repo (repurchasing agreements) 
accounts include funds used as a very short term 
financial tool, money market funds include B type 
İiquid investment funds and debt securities issued 


include bonds and bills issued domestically in TL by 
banks vvith maturity up to 2 years. 


M3 isa monetary aggregate vvhich consists 


of M2 plus repo accounts, money market 
funds and debt securities issued. 


z 
your turn 


Access İnternet-based Electronic Data 
Distribution System created by CBRT 
and evaluate the distribution of M1, 
M2 and M3 monetary aggregates in 
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BANKING SYSTEM AND 
BANKS” MONEY CREATION 


In an economic system, the functions and 
compİying business lines of banks can be in a large 
variety. Some banks basically serve to corporations 
and have very fevv relations vvith individuals. 
Some banks are in service to collect deposits 
from consumers and to lend them. Although it 
is difficult to generalize banking business due to 
large vvorking area, it is possible to determine some 
operating basics and principles. 


Banks are generally the corporations making 
İloans to both businesses and individuals vvith 
deposits collected from people, and investing to 
securities (especially to the bills issued by public 
sector). VVhile performing these operations, banks 
aim to maximize their profit. Banks make this profit 
not by selling goods such as steel or automobiles, 
but by many services such as making İoans, 
investing securities, paying checks and keeping 
records. VVhile performing these operations, banks 
try to make profit by getting more interest than 
they pay to deposit ovvners. For instance, vvhile a 
bank requires an interest of 15 percent for credits 
it makes and pays an interest of 10 percent to the 
deposit ovvners, it uses the difference of 5 percent 
to cover its expenses and makes some profit. 


Bank is a financial institution vvhich basically 
operates by accepting deposits from people 
and İoaning these collected funds to firms 


and people and investing securities. 


Banks should balance the revenue they vvill 
earn from İoans and investments they make vvith 
the reliability of these loans and investments. The 
higher the interest rate a bank charges for its loans or 
the more revenue a bank gets from its investments, 
the higher the profit it obtains. Hovvever İoans and 
investments vvith higher return than the market 
average carry also a higher risk. In other terms, the 
possibility of debtor paying back is lovv. Since banks 
make İoans vvith the money they borrovved from 
deposit ovvners they must control and limit the risk 
they undertake vvith their loans and investments. 
Othervvise, the possibility of going bankrupt vvill 
be high. İt is, therefore, especially important to 
understand hovv a banking firm operates. 
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"The best vvay to understand hovv a bank operates 
is to revievv the balance sheet of a bank. "İhe 
follovving Table 5.1 shovvs a representative balance 
sheet of a bank for a certain date. According to 
the left side of balance sheet, bank” total assets are 
25 million TL. The biggest item in assets consists 
of İoans to corporations and individuals. As vve 
mentioned before, loaning is one of the basic 
functions of banks. 


Table 5.3 Representative Bank Balance Sheet 
X BANK BALANCE SHEET AS 
OF 31/12/2017 
(million TL) 


Assets Liabilities 


Other 
Assets 


TOTAL 
ASSETS 


1.4 Net Capital m 
TOTAL LIABILITIES 


"The right side of the balance sheet shovvs that 
banks total liabilities is 24 million TL, and its net 
capital is 1 million TL. Bank debits mostly consist 
of debits to deposits ovvners. As you remember, 
one of the basic functions of a bank is to collect 
deposits. 


Please pay attention to an important information 
provided by a bank balance sheet. A significant part 
of bank debits consists of borrovvings vvhich have to 
be paid in case of ovvners request. For example, in 
the balance sheet given above, if all demand deposit 
ovvners vvant to vvithdravv their money at the same 
time, the amount of this money is about one third 
of bankss total debts. İnarguably, the possibility of 
this situation is very İovv. Contrary, vvhile some 
deposit ovvners are vvithdravving money, others are 
depositing money in a day and most part of deposit 
ovvners dont touch their deposits. Therefore bank 
can afford the vvithdravv requests on a day vvith 
holding little amount of cash and assets easily 
convertible to cash much less than its total demand 
deposit debts. For instance, the cash (and demand 
deposits existing in central bank and other banks) 
of the representative bank vvhose balance sheet is 
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provided above, is fust enough to afford only half 
of bankğ debts in form of demand deposits. The 
sum of cash in bank$ vault and demand deposits in 
central bank and other banks are called as reserves. 


Reserves are the sum of cash in bank”s vault 


and demand deposits in central bank and 
other banks. 


Reserves of a bank is much less in comparison 
vvith the banks total deposit debts. This may seem 
very dangerous to you. If you had money in a 
bank, maybe you vvould vvish to vvithdravv and 
deposit it to another bank vvhose reserves are equal 
to its debts in form of deposits. Unfortunately this 
vvould be not possible. Likevvise, all banks hold 
an amount of cash less than their deposit debts 
as reserves. This operating method is named as 
fractional reserve banking. Fractional reserve 
banking can be defined as a banking system in 
vrhich banks hold an amount of money less than 
their deposit debts as reserve. İn that case vve have 
to ask: VVZ/c) factor determines the reserve amount 
banks hold? For example, the representative bank in 
Table 5.1 holds an amount of cash or assets easily 
convertible to cash as reserve is only 20 percent of 
their total deposit debts. Unless there is no panic 
among the deposit ovvners, representative bank 
can hold lesser money as reserve and use them to 
make İoans for earning more interest income and 
for making more profit. The most important factor 
determining the amount of reserves held by banks 
is the lavv that regulates the banking system in the 
country. Central banks force commercial banks to 
hold a certain rate of their deposits as reserves. This 
mandatory reserve rate is called as required reserve 
ratio and can vary according to type of deposits 
and each country may have different regulations. 


Fractional reserve banking is the banking 


practice in vvhich banks hold less reserves 
than their total liabilities. 


It can be thought that this obligation of 
commercial banks forced by central bank of the 
country due course of İavv is to ensure the safety 
of banks. For the initial era of banking, this vvould 


be true. İn present conditions, hovvever, this vievv 


doesnt make sense too much. The aim ofthe required 
reserve mechanism has changed in time, and turned 
to a purpose of controlling the quantity of money in 
country instead of ensuring safety of banks. 


Banks” Money Creation 


Bankis basic business principles and especially 
the reserves they hold as vve try to outline above 
demonstrate another important function of banks 
they undertake in the economy: Money creation. 
In fact banks create money by collecting deposits 
from people and using them to make İloans and 
investments. "his money created in form of demand 
deposits as a result of banks” credit transactions is 
called as deposit money. 1o understand and follovv 
the topic easily, vve vvill try to revievv vvith rounded 
and exemplary figures. To comprehend this function 
of banks, consider the follovving scenario. 


Deposit money is money in the form of demand 
deposit that is created by banks as a result of 


accepting deposits and İoaning of funds. 


Assume that you deposit your last year savings of 
1.000 TL to bank A, Bank A gives 800 TL of this 
amount to Mehmet as credit and he buys goods from 
Ahmet for his business, then he deposits this amount 
to his account in Bank B. Bank B buys bills from Ali 
vvith 600 TL of this 800 TL, and Ali deposits earned 
from this sale to his demand deposit account in 
Bank C. Fourthly, Bank C gives 400 TL to Hasan as 
credit, and Hasan buys goods from Kemal vvith this 
money, then Kemal deposits his 400 TL earned from 
goods sale to his demand deposit account in Bank D. 
Although things seem to become complex more and 
more, this is the real life as vve all knovv. 


In order to make it traceable, it is possible 
to simplify the above example by making some 
assumptions., For this purpose vve can assume 
that banks” total reserves consist of only required 
reserves, As a result of this assumption, a bank vvill 
set apart a certain amount of deposits it collects as 
required reserve and lend the rest of the money as 
loan. Another simplifying assumption vve vvill make 
is that the loans banks make vvill completely return 
to the banking system as deposits. As a result of this 
assumption, there is no leakage from credits in the 
form of cash, people and corporations getting loans 
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from the banking system deposit this amount as a 
vvhole to the banking system again. On the other 
hand, vve vvill accept the required reserve ratio 
determined by central bank as 10 percent. 


VVhile these assumptions apply, vve vvill try to 
trace hovv 1.000 TL you deposit to Bank A changes 
the bank” balance sheet via T-accounts. The “a” part 
of Table 5.2 provided belovv shovvs the change in 
Bank A balance sheet. At the first stage, the debt of 
Bank A in form of deposit increases 1.000 TL vvith 
1.000 TL you deposited. On the other hand, banki 
total reserves also increase by the same amount. 10 
percent of the deposited 1.000 TL, i.e. 100 TL, is 
the reserve to be hold mandatorily since bank hasan 
obligation to held 10 percent ofdeposits it has. After 
sparing the required reserve, the remaining 900 TL 
is a free reserve of the bank. This amount totally vvill 
be granted as İoans because bank doesnt hold free 
reserve according to our assumption. VVhen Bank A 
makes İoan of this amount, its balance sheet vvill be 
changed as in “b” part of Table 5.2 In fact, Bank A 
starts the money creation process in the economy 
by lending operation. 


Table s.ə? Deposit Money Creation of Banks: 
(A) 


A Bank 


EEE Demand Deposits --1000 


Required 
“100 


Pecess 4900580005 


ABank 


Demand Deposits --1000 


Required 
“100 


EYE 
loan 49005 


"The costumer getting the loan from Bank A vvill 
spent this money somevvhat. But according to our 
assumption, since there is no leakage as cash from 
this amount, this credit of 900 TL returns to Bank 
B as deposits. Bank B vvill spare 10 percent of this 
deposit of 900 TL, (i.e., 90 TL) as required reserve 
and vvill lend the remaining 810 TL as loans since 
it doesnt hold any free reserve. The change in 
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balance sheet of Bank B is shovvn in T-account 
existing in “a” part Table 5.3. As in above, in fact 
Bank B continues the money creation process by 
accepting deposits and making İloans. 


Table 5.3 Deposit Money Creation of Banks — o 
(A) 

A B Bank 

Reserves 


Required --90 


Excess 0 
Loans 


A 


FETTƏYE ET Fani 
peso 00000, 
sn ləsi 0). 


A D Bank 


Demand Deposits 


mə 
--72.9 

Exeeso 60080.8 
Eoans 46561 000000, 


According to our assumption, the loan of 810 
TL lent by Bank B vvill return to Bank C as deposit, 
and Bank C vvill spare 10 percent of 810 TL, (that 
is, 81 TL) as required reserve and then vvill lend the 
remaining 729 TL as İoans. The situation can be 
observed in “b” part of Table 5.3 above. Similarly, this 
loan of 729 TL vvill return to Bank D as deposit in 
the next stage, and Bank D viill lend 656.1 TL of this 
amount after it spares 72.9 TL as required reserve and 
its balance sheet vvill change as in “c” part of Table 5.3. 


In each stage of the simplified model summarized 
vvith its first four stages, banking system creates 
demand deposits by accepting deposits and making 
İoans, At the end of the fourth stage, the created 
additional deposit amount is 3.439 TL including 
first 1.000 TL deposited to Bank A (1000 4 900 
“ 810 4 729). If you remember the money stock 
definitions vve made before, even in the narrovvest 
money concept, vve accepted demand deposits as 
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money. Therefore, banking system actually creates money vvith each credit they grant. The result vvill be the 
same vvhen banks invest by purchasing securities instead of making loans. Accordingly, vvhether a bank lends 
or purchases securities vvith free reserves it holds, these have the same effect on creating deposit money. 


"There is another question vve have to ansvver here: İn that case, vvhat is the total amount ofdeposit money 
that can be created until the end of this process? In the consecutive deposit creation process started by an 
increase in reserves of the banking system, the demand deposit amount that banking system can create is 


4“ important 


ə 
Money creation process can operate in the opposite direction as money extermination. İf reserves 
of banking system decline the extermination process vvill come up. For instance, if a customer 
vvithdravvs his/her demand deposits in a bank, the reduction in reserves ıf banking system causes to 
operate the process outlined above in the opposite direction. 


calculated vvith simple deposit money multiplier. VVithin the framevvork of simplifying assumptions above, 
simple deposit money multiplier is equal to the reciprocal of required reserve ratio. ln our example, as 
required reserve ratio is 10 percent, then the reciprocal of it vvill be 


 — 10. 
0.10 


"Thus, in our example, the deposit money amount vvhich banking system can create vvith an increase of 
1000 TL in reserve is 10 x 1000 TL - 10.000 TL. Ifvve denote the amount of deposit money vvhich banking 
system can create, that is, change in in demand deposits, as AD, change in reserves of banking system as AR 
and required reserve ratio as r, vve can calculate the deposit money amount that can be created vvith the formula: 


"The term in parenthesis in this equation above is called as simple deposit money multiplier. 


your turn 3 


In the example above, it vvas assumed that banks 
do not hold any reserves apart from the required 
reserves: that is, amount of free reserves in the 
banking system is zero. To provide simplifted 


A Bank 


L 
model vvith a more realistic structure, vvhat 
vvould happen if vve accept that banks hold 5 MH 
percent of free reserves out of demand deposits? . Exçess ?? iL. 

Can you calculate total deposit money that 
banks can create by taking into account this 
process vvithin the frame of”T-accounts as above? 


MONEY AND ECONOMIC ACTİIVITIES: INDIRECT CHANNEL 


"To revievv the effects of money supply changes on production, vve have to understand hovv the 
equilibrium in money market is ensured and vvhy it changes. The first step in understanding the monetary 
policy is to understand money demand. İf vve knovv the factors affecting the money demand, vve can 


1OQ 


Money and the Economy 


easily understand hovv monetary policy can be used 
in order to affect the level of equilibrium income. 
"Therefore, first, vve vvill discuss demand for money 
and ensuring equilibrium in money market: then, 
vve vvill revievv hovv changes in the quantity of 
money affect the economy. 


Money Supply 


VVe previously mentioned that the central bank 
is the institution being responsible for controlling 
the amount of money in an economy and specifled 
the contents of money supply. To simplify the 
analysis here, vve vvill assume that the total quantity 
of money in the country is solely determined and 
controlled by central bank. The assumption of 
central bank be able to determine the level ofmoney 
suppİy means that money supply is independent 
from interest rate. İn other vvords, vvhether interest 
rate increases or decreases, money suppİy vvill not 
change if central bank doesnt vvant it to change. 
Figure 5.1 shovvs the money suppİy function 
dravvn regarding to this assumption. According 
to the figure, the money supplİy in each level of 
interest rate is 600 TL. If central bank increases 
money supplİy, vertical money supply function vvill 
shift to the right and vvhen central bank decreases 
money suppiy it vvill shift to the left. 
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Figure 5.1 Money Suppiy Function 
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Money Demand 


Money demand can be revievved vvithin the 
context of ansvvers to be given to question of vvhy 
economic units vvould like to hold money. You 
can ask this question yourself individually: VVZy ao 
you haze cash in your uvallet? VVlat are the factors 
determining the cash amount in your vvallet? Ansvvers 
to such questions vvill provide the factors affecting 
the amount of money you vvant to hold. 


Money demand is the quantity of money 


that economic agents vvant to hold. 


As there is no possibility of barter in a modern 
economic units (i.e., households, 
corporations, government and foreigners) need 
money to perform their daily operations. Likevvise, 
money, as a medium of exchange, makes it easy for 
economic units to perform these operations. "The 
amount of money that economic units vvant to 
hold to spend for goods and services is called as 
transaction demand for money. 


economy, 


Transaction demand for money is the quantity 
of money that economic agents vvant to hold vvith 


the intent of spending for goods and services. 


"The reason you hold money in your vvallet 
to buy something is that acquisition periods of 
income are generally not matching vvith spending 
periods. If you have the opportunity to get income 
any time you vvant to buy any goods, your expenses 
and revenues vvould match periodically and you 
vvould not need to hold money. But, this kind of 
matching is very rare, therefore you have to hold 
an amount of money in your pocket or in your 
demand deposit account to make these expenses. 


You have to hold an amount of money as much 
as the amount you vvish to spend. Considering 
the economy as a vvhole, the money demand vvill 
increase as the economic activities arise. Since the 
main factor determining the expenditure level is 
income, transaction demand for money vvill change 
positively (in the same direction) vvith income: that 
is, vvhen income increases transaction demand for 
money also increases or vice versa. 
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The other factor determining the amount 
of money you vvant to hold is prices. İn an 
environment vvhere prices are rising, you vvill need 
more money to buy the same goods and services. 
"Thus, prices and transaction demand for money 
vvill change positively: that is, vvhen prices increase 
transactions demand for money also increases or 


4 important 


A change in real income and/or prices means 


Vice versa. 


a change in nominal income. As a result of 
definition, if vve multiply the quantity of 
production (i.e., real income) vvith average 
price level, vve obtain nominal income value. 
"Therefore, in the follovving sections, vve only 
analyze effects of nominal income changes 
on demand for money and do not separately 
evaluate effects of real and price changes. 


Economic units hold an amount of money 
to use in emergency situations. "his amount of 
money to be used for unexpected expenses is called 
precautionary demand for money. Economic 
units cannot predict vvhen the unexpected expenses 
occurş in other vvords, vvhen the actual spending 
exceeds the planned spending. Therefore they vvish 
to hold an amount of money as a precaution. The 
factor determining the amount of money held for 
this purpose is income. VVhen income increases, 
the amount of money being held as precautionary 
purposes increases, as vvell. 


Precautionary demand for money is the 
quantity of money that economic agents 


vvant to hold vvith the intent of defraying 


unforeseen expenses. 


Finally, it is possible to talk about speculative 
demand for money. Speculative demand for money 
is the amount due to the ambiguity about the value 
of other financial assets. "The reason of this kind of 
demand to occur is the money being the most liquid 
store of value. For example, if you vvish to buy a 
stock and expect the price of stock you plan to buy 
vvill decrease in a couple of days, you hold money 


in your pocket or in demand deposit account in a 
bank until you purchase because holding money on 
hand is less risky than buying that stock. Economic 
units keep their purchasing povver partly as cash 
and partly as financial assets. This is the reason of 
speculative money demand. For instance, if you 
expect interest rates vvill rise in a couple of days, it is 
not rational to buy bills vvith interest rates of today. 
"Therefore you prefer to hold the money until the 
increase in interest rates you expect occurs. On the 
contrary, if you expect a decrease in interest rates, 
it vvill be rational to buy bills as much as possible 
vvith higher rates of today. This means a decrease in 
the amount of money you vvish to hold. As you see, 
speculative demand for money is inversely related 
vvith interest rates. In other vvords, vvhen interest 
rates are high, the amount of money desired to be 
held is lovv: vvhen interest rates are lovv, the amount 
of money desired to be held is high. 


Speculative demand for money is the 
quantity of money that economic agents 


vvant to hold because of price uncertainty of 


financial assets other than money. 


Money Demand Function 


As vve savv the reasons vvhy economic units 
vvant to hold money, it is much easier to revievv the 
factors causing changes on this amount. As vve yust 
mentioned, economic units desire to hold money for 
three purposes: For transactions, as a precaution and 
speculatively. According to our explanations above, 
there are tvvo factors determining the amount of 
money demanded: Nominal income and interest rate. 
"The Keynesian approach revievving the relationship 
Dbetvveen quantity of money and economic activities 
via indirect channel, accepts money demand (Md) 
as a function of interest rate (i) in an environment 
having a constant nominal income rate. 


Interest Rate 


As you remember from the explanations above, 
there is an inverse relation betvveen interest rate and 
money demand. Another vvay to understand this 
relation is accepting interest rate as the opportunity 
costofholding money. Forexample, ifyou hold 1.000 
TL cash in your pocket you cannot earn any interest 
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income. İn other vvords, vvhen you keep this 1.000 
TL as cash, you forego the interest and it burdens a 
cost to you. İn an environment vvhere interest rate 
is lovv, the cost in form of foregone interest is also 
İovv. Hovvever, in an environment vvhere interest rate 
is high, the cost in form of interest foregone is also 
high. Therefore, the cost of keeping some part of 
your vvealth as money vvill also be high. Since the 
higher the interest rate is, the higher the opportunity 
cost of holding money vvill be, economic units vvant 
to hold less amount of money as much as possible 
to reduce this cost. As you notice, vvhen interest 
rate (opportunity cost of holding money) rises, the 
amount of money desired to be held declines. This 
relationship ensures the negatively slopped money 
demand curve in Figure 5.2. 


İnterest Rate (906) 


200 400 600 800 


1000 
Quantity of Money (TL) 


Figure 5.2 Money Demand Function 


"The negatively slopped demand for money 
function (M6) in the figure indicates thatthe amount 
of money desired to be held inversely changes vvith 
interest rate. According to the figure, for example, 
vvhen interest rate is 12 percent, total money 
demand in the economy is 400 TL. Hovvever vvhen 
interest rate decreases to 9 percent, total amount of 
money desired to be held increases up to 600 TL. 


Nominal Income 

As you remember from the explanations above, 
money demand changes depending on income and 
prices, namely nominal income. "he quantity of 
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money desired to be held positively changes vvith 
income. Since expenditures increase vvhen income 
increases, more money is required to mahke these 
increasing transactions and therefore demand for 
money also increases. 


Amount of money to be held vvill rise 
proportional to nominal income increase. This 
applies to nominal income increase due to price 
increase as vvell as real income increase since both 
of them require more spending. VVhen the price 
of goods and services produced in the economy 
increase, more money is necessary to buy the 
same goods and services. Similarly, as increase 
in real income refers to more goods and services 
production, these transactions are only possible by 
holding more money on hand. 


The change in nominal income vvill alter 
money demand at each level of interest rate. 
Figure 5.3 belovv shovvs the effect of nominal 
income changes on money demand curve. For 
example if nominal income increases from Ygo to 
Y,, money demand increases from Md) to Mi, 
and money demand function shifts rightvvard. 
İn case of a nominal income decrease from Y) to 
Y,, money demand decreases from Md) to Md, 
and money demand curve shifts leftvvard. VVhen 
money demand curve shifts from Md) to Md, 
amount of money demand in the interest rate of 9 
percent increases from 600 TL to 800 TL. On the 
contrary, vvhen money demand function shifts to 
the left from Md) to M4,, the amount of money 
demand decreases from 600 TL to 400 TL. 
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Figure 5.3 Nominal Income Changes and Money 
Demand 
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Money Market Equllibrium 


In order to determine equilibrium interest 
rate and quantity of money in the economy, vve 
can combine the functions of money demand 
and money supply. Figure 5.4 intends this and 
shovvs hovv money market equilibrium is realized. 
Equilibrium is obtained at the intersection point 
of the functions of money demand and money 
supply. The point at vvhich demand for money 
is equalized to suppİy of money is called as 
equilibrium point and is indicated letter e in the 
figure. This equilibrium point in the figure shovvs 
that equilibrium interest rate and money stock are 
9 percent and 600 TL, respectively. 
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Figure 5.4. Money Market Equllibrium 


Revievving the factors ensuring the money 
market equilibrium helps to understand vvhy it is 
in point “e”. "To understand vvhat vvould happen 
in case of interest rate being not at the equilibrium 
point, lets consider Figure 5.4 again. If interest rate 
reduces belovv the equilibrium level, there vvill be 
excess demand for money. Excessive demand means 
that economic units vvish to hold an amount of 
money more than the money suppİy of central bank. 
As long as money supply does not change, excess 
money demand vvill cause a pressure on interest rate 
to rise. İn an environment vvhere money suppİy 
does not change, economic units vvill try to have the 
additional amount of money they need by converting 
some of their financial assets to cash. One of these 
assets is bills they hold. VVhen economic units start 
selling bills, the price of these asset decreases and 
therefore their interest rate increases. 


4“ important 


ö 
In order to understand the connection betvveen 
interest rate and bond price better, first vve should 
understand interest rate of a bond is determined 
by the price of that bond. The relationship 
betvveen bond price and interest rate can be easily 
seen by considering the follovving equation: 


Annual Interest Payment 


interest Rate — 
Bond Price 


Interest payment in numerator of above equation 
is constant throughout the maturity of bond. 
Hovvever, bond price in the denominator 
fluctuates vvith demand for and suppİy of bond. If 
the price of that bond decreases, interest rate vvill 


increase or vice versa. 


For instance, suppose that a bond vvith an 
annual interest payment of 100 TL has been sold 
for a price of 1000 TL in bond market. The interest 
rate of this bond can be determined as: 


Since economic agents vvant bonds to convert 
cash, suppiy of bonds increases and their price vvill 
fal, If vve accept that the nevv price in the market 
novv is 800 TL, interest rate of that bond vvill be: 


İncreasing interest rate vvill eliminate the excess 
demand already occurred in money market. 


(- 100. oz: 
178007” 


Money and Level of Equilibrium 
İncome 


After analyzing hovv money market equilibrium 
is obtained, vve can revievv hovv changes in quantity 
of money affect the level of equilibrium GDP in 
the economy. VVe vvill use Figure 5.5 belovv to 
explain hovv money supply changes affect the level 
of real GDD. In part “a” of figure, it is shovvn that, 
as a result of expansionary policy of central bank, 
money supply increases and money suppİy curve 
shifts from MS, to MS, and equilibrium level of 
interest rate decreases from i, to i,. 
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As you remember, corporations” spending for capital goods (investment expenditures) is inversely 
related vvith interest rate. As interest rate constitutes the cost offund borrovving, vvhen interest rate rises, the 
expected return of investment reduces, and this results in a decrease in investment expenditures. Contrary, 
since a decrease in interest rate causes a reduction in investment cost, the expected return of investments 
and therefore volume of investment expenditures increase. According to part “a” of Figure 5.5, equilibrium 
interest rate reduces as a result of increase in the money supplİy. İn part “b” of figure, the effect of reduced 
interest rate on investment expenditures is shovvn. According to the figure, the reduction of interest rate 
from i, to i, increases investment expenditures from 1, to 1,. 


MS: MSI 


İnterest Rate 
Interest Rate 


L 
L 
ə 
1 
i 
L 
L 
L 
L 
L 
L 
Aggregate Expenditures 


MD 
M, M, 
Quantity of Money İnvestments Real GDP 
(a) İncrease in money (b) Decrease in interest (c) İncrease in investment 
supply decreases rate increases invesment expenditures increases 
interest rate expenditures aggregate expenditures 


Figure 5.5 Money Supply Change and Level of Equilibrium Income 


€ 9) 


Part “c” of Figure 5.5 shovvs the process of determining level of equilibrium GDP that vve have 
already learned. Increasing investment expenditures as a result of reducing interest rate vvill shift aggregate 
expenditure function AF, in part “c” of figure upvvard autonomously to the position AE). As a result of 
increase in aggregate expenditures, level of equilibrium income raises from Y) to Y,. 


According to our explanations, indirect channel betvveen quantity of money and economy vvorks 
via interest rate. İncrease in money supply reduces equilibrium interest rate, reduction in interest rate 
increases investment expenditures. İncreasing investment spending raises both aggregate expenditures and 
equilibrium level of income. VVe may summarize this interaction mechanism vvith symbols like belovv: 


M5 1—ə ilə11-əAE1—Y? 


It must be considered that the mechanism vvorks inversely if money supply is reduced. 


your turn “ 


In nevvspapers, it is recently being reported that Central Bank of 
Republic of Turkey (CBRT) introduced some measures in the direction 
of reducing amount of money and effects of these measures vvere started 
to shovv up on markets. By using the mechanism vve have İearned in 
this chapter, can you explain the effects of these measures that CBRT 
introduced in the direction of reducing money supply on markets? 
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MONEY AND ECONOMIC 
ACTIVITIES: DIRECT CHANNEL 


The most important property of indirect 
channel concept suggested by Keynes, is the 
existence of alternative financial assets instead of 
holding money. Thus, changes in the quantity 
of money can affect aggregate expenditures via 
interest rate. Another approach related to effects of 
money on the economy insists that changes in the 
quantity of money affects aggregate expenditures 
not via interest rate, but directly. According to 
direct channel approach, money is yust one of the 
assets that vvould be used as store of value. Beside 
the financial assets as an alternative to money, there 
are also real assets like automobiles, durable goods 
and real estate. An increase in money stock create 
an excess suppİy at the beginning level equilibrium 
interest rate. Therefore economic agents realize that 
they hold a larger part of their vvealth as money than 
they desire. In that case, economic agents, vvishing 
to reduce the money they hold, cause an increase 
in total asset demand. "herefore, in direct channel 
approach, increases in the quantity of money 
cause to increase both in demand for financial and 
real assets, Rising demand for real assets brings 
about an increase in aggregate expenditures and, 
therefore, in the output. This briefly summarized 
approach is based on an identity called as equation 
of exchange. Novv vve vvill discuss the basic features 
of equation of exchange. 


Equation of Exchange 


"There are tvvo sides of transactions vvhich occur in 
an economy: VVhile sellers deliver goods and services 
for money, buyers pay the equivalent money for 
desired goods and services. One vvay to explain this 
relation among the basic variables in an economy 
İs to use equation of exchange. Although expressed 
in various forms according to variable examined, 
equation of exchange developed by classical 
economists can basically be vvritten as follovvs: 


MxV-TxY 


In equation above, M refers to the quantity of 
money, V refers to velocity, (that is, the number 
indicating hovv many times a unit of money used 
in purchase of final goods and services), P refers 
to general price level and Y refers to the output 


level (that is, real GDP. The right side of equation, 
namely the multiplication of prices vvith real 
income (P x Y) vvill provide the nominal GDP 
value. Hence, equation of exchange shovvs that 
the multiplication of the quantity of money in an 
economy vvith the velocity of a unit of money vvill 
be equal to nominal GDP. 


Velocity of money is the number that 


represents, on average, hovv many times one 
unit of money is used for purchasing final 
goods and services. 


Equation of exchange is an identity vvhich 
states that multiplication of quantity of 


money and its velocity must be equal to 
nominal GDP. 


To understand the issue better lets consider a 
simple economic structure and assume that this 
economy covers annually a total sale consisting of 
1.000 apples each for 2TL and 1.000 pears each for 
4"TL. VVe realize, of course, that it is not possible to 
add up apples and pears, for simplicity, forget for 
a moment this reality and assume vve can do that. 
"This primitive basic economyğ total production 
(Y) is 2000 units and average sale price (P) of each 
unit is 3 TL 1(244)/2). The monetary value of the 
production (P x Y) of this economy is 6.000 TL 
(2 x 2000). This 6.000 TL, as vve savv in previous 
chapters, is also the revenue vvhich the ovvners of 
production factors obtained. If vve assume that 
the quantity of money to pay for final goods and 
services in this economy is 500 TL, it is possible to 
calculate hovv many times each lira used, in other 
vvords to calculate velocity as: 


V- PxY 6,000 
M 500 


-12 


VVhile the value of production and the money 
suppİy are knovvn in this economy, one unit of 
money should be handed over averagely 12 times 
in order to finance purchasing of final goods and 
services. Othervvise, an expenditure amount equal 
to nominal GDP is not possible. According to the 
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above approach equation ofexchange is an identityz i.e., it refers to a relation vvhich is correct by definition. 
By using this identity, classical economists developed a theoretical approach named Quantity Theory of 
Money or shortly Quantity Theory. 


Quantity Theory of Money 


By accepting that money serves only a medium of exchange and starting off a relation that is true by 
definition, classical economists transformed the equation of exchange to Quantity Theory making some 
assumptions on some variables in this equation. First of all, as vve savv in Chapter 1, according to classical 
economists, economy operates alvvays in full employment level of output since each supply creates its ovvn 
demand. Because of continuous full employment in the economy, volume of output (Y) does not change 
in the long run. On the other hand, since money is the only medium of exchange in classical vvorld, 
velocity of money remains constant. Classical economists insist that factors that determine the velocity 
are peoples habits to spend and to pay. These factors do not exhibit big changes, at least in the short run. 
In that case, vvhen the suppİy of money (M) increases, for instance, 10 percent, since output (Y) and 
velocity (V) are assumed as constant, price level (P) must also increase 10 percent. As you noticed from 
this example, the rise in the supply of money directly increases aggregate expenditures and is reflected to 
nominal income vvith the same direction and the same rate. If you think of these changes, you realize of 
course that, the full increase in nominal income stems from increase in prices. 


According to classical economists effect of money 
on the economy occurs only by effecting price. 
Because of this feature, classical economists resemble 
the money as z ze// covering the economic activities. 
In other vvords, according to classical economists 
money is neutral: that is, it has no impact on output 
and onlİy affects the prices. 


Neutrality of money is the phenomenon 


indicating that changes in quantity of money do 
not have any effect in production amount (or real 
variables of the economy) but affect only in prices. 


your turn . 


VVe hope you kept the data vvhile you vvere ansvvering Your Turn 2. 
Novv go to the link http://evds2.tcmb.gov.tr/ again, and find the 
other data necessary to calculate velocity of money. The last existing 
data you may reach is enough for novv... By using the latest data 
available in Turkey, calculate velocity for M1 and M2 money supply 
definitions. Evaluate the difference betvveen tvvo valucs calculated. 


TÜRKİYE CUMHURİYET 
MERKEZ BANKASI 


(İb 


CENTRAL BANKING AND 
IMPLEMENTION OF MONETARY 
POLICY 


After understanding the economic effects 
of money supply, novv vve have to analyze the 
institution responsible for controlling money 
suppİy in a country: i.e., central bank. "There 
are four basic actors in a countrys financial 
system: Central bank, financial intermediaries 
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(banks etc.), savers and investors. Among them, 
the most important one is the central bank 
vvith its functions. Despite its importance, it is 
very difficult to make a short but fully covering 
definition for exactly clarifying the central bank”s 
functions. A central bank”s definition can be 
made according to the functions it undertakes. 
Hovvever, these functions may vary according to 
time, needs and structure of the financial system 
in the country. 
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Central Bank”s Functions 


Central bank constituting an important part 
of modern monetary system is an important 
institution ensuring a healthy economy and 
performing governments financial transactions. 
Although the functions it undertakes differ from 
country to country, there are three basic functions a 
modern central bank should perform: To ensure and 
maintain stability in money markets, to serve as the 
banker for banks and as the lender of last resort and 
to perform banking transactions of the government. 
Novv vve vvill shortly revievv these functions. 


Ensuring and Maintaining Stability in Money 
Marhkets: The most important task ofa central bank 
is to control monetary system of the country and to 
ensure it vvorks in stability in order to achieve the 
national obiectives. For this purpose, central bank 
regulates supply, cost and availability of money and 
credit. Central bank” function of controlling money 
suppİy originates partİy from its monopolist povver 
of issuing banknotes and partly from its povver 
of creating and eliminating reserves for banking 
system by makingy/collecting İoans and purchasing/ 
selling securities. As banknote issuing, historically, 
is accepted as a sovereignty symbol, central banks 
are non-profit organizations and operate as public 
institutions focusing on national interests. 


VVhen vve look at ensuring stability in money 
markets from a broad point of vievv, the importance 
of central banks is better understood. "The financial 
system in a country performs the task transferring 
funds from savers vvho have surplus of funds 
to investors vvho have shortage of funds. As vve 
discussed in earlier chapters of this book, making 
investment is the only vvay to increase production 
in the economy. Financial system, by transferring 
funds from makes this 
possible. Hovvever, in order to perform this fund 
transferring function effectively, people must trust 
the institutions operating in this system and be 
vvilling to deposit their money to these institutions. 
If there is instability in financial markets stemming 
from frequent and high fluctuations, for instance, 
in interest rates or exchange rates or if financial 
institutions frequently have payment difficulties, 
people may İose their trust to these institutions. As 
a result, there vvill be a contraction in fund flovv 
required to finance investments and, consequently, 
capital accumulation. "İhis means there vvill be 
a stop in economic grovvth and an increase in 


savers to investors, 


unemployment rate in the economy. Therefore, 
central bank plays an important role to achieve 
deepening of financial markets and to ensure stable 
fund flovv over these markets 


Serving as the Banker for Banks and as the 
Lender of Last Resort: The term being banlker for 
banking system means that the central bank serves 
other banks vvith products vvhich is similar to the 
banking system provides their clients. Some of these 
services provided by central bank to other banks 
support one of the basic central banks functions, 
the monetary control function mentioned above. 
"These services include, for instance, providing 
reserves and short-term İoans to banking system, 
holding financial institutions” reserves and serving as 
a lender oflast resort. İn order of the banking system 
to operate in healthy conditions, central bank also 
mediates collected checks, distributes banknotes and 
coins to banks and has the authority in some degree 
organizing and controlling banking activities. 


Being the İender of İast resort means that 
central bank is the final credit agency in the 
country. This central bank function originates 
from its monopolist povver to print money. By 
utilizing this monopolistic povver, central bank has 
the ability to transfer significant amount of reserves 
to the banks. Therefore, in prevention of a possible 
financial panic and a bank-run situation in the 
economy, central bank uses its povver and transfers 
reserves to banks. Thus, the function of being the 
lender of last resort is very important to ensure and 
maintain stability in financial system. 


Performing Banking Transactions of the 
Government: Central bank, as a financial 
institution, performs banking activities for the 
government by collecting, holding, transferring 
the governments funds and making payments 
vvith them. Besides, central bank may provide 
technical services related to public debt and serve 
as a financial advisor for government. 


Conducting Monetary Policy and 
Monetary Policy Tools 


Monetary policy is the decisions made by 
central bank to affect the quantity of money 
in the country. VVhile making monetary policy 
decisions, the obiective of government is to achieve 
and maintain full employment vvithout causing 
inflation. VVhen a slovvdovvn occurs in economic 
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activities and economy signals an upcoming 
recession, central bank vvill decide to raise money 
suppİy and decrease the interest rates. Specifically, 
monetary authorities (institutions responsible 
for implementing the monetary policy, primarily 
central bank) vvill facilitate the availability of 
credits. This kind of monetary policy is named 
as loose or expansionary monetary policy. On 
the other hand, if economy recovers more than 
required and there are signs of inflationary threats, 
monetary authorities vvould decide to slovvdovvn 
the money suppİy and to increase interest rates. 
"This kind of monetary policy is named as tight or 
contractionary monetary policy. 


Expansionary (loosening) monetary 
policy is the monetary policy vyhich aims 
more rapidly increase in money suppİy and 


decrease in interest rates. 


Contractionary (tightening) monetary 


policy is the monetary policy vvhich aims 


to slovv dovvn the increase in money supply 


and to raise interest rates. 


"There is an important question to ansvver in order 
to understand the implementation of monetary 
policy: Z/oz can central bank change the money 
subpİy in İine uvith this obfective speciftedl above (1.e., 
lov inflation and high employment)? "The ansvver is 
quite short: By directing the reserves of the banking 
system. For instance, in an environment vvhere 
central bank vvould like to slovvdovvn the accelerating 
trends in inflation, it should slovvdovvn the money 
suppİy: that is, follovving a tight monetary policy. 
"Therefore, it is required to stop the rise in banks” 
reserves. As you remember, since a decrease in bank 
reserves reduces the volume of deposit money creates 
by banks, the rise of money supply vvill slovvdovvn, 
as vvell, Central bank has some tools to direct the 
reserves of banking system in the country. “The 
numbers and types of these tools are determined by 
the structure of countrys financial system and the 
legislative regulations. "here are three tools named 
general tools of monetary policy that central banks 
can use for this purpose: Required reserve ratio, 
discount rate and open market operations. 
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General tools of monetary policy are tools 
that central banks use to direct reserves of 
banking system in a country consisting of 


required reserve ratios, discount rates and 


open market operations. 


Required Reserve Ratio: As you remember 
from the beginning of this chapter, forcing banking 
system to hold reserves in a certain rate for their 
liabilities in the form ofdeposits isa practice in order 
to protect the banks from bankruptey. Hovvever, 
the goal of this practice eventually became a tool 
that central bank may use to control the amount 
of money. İn many countries, the central bank has 
the authority to determine the required reserve 
ratios and the principles that banking system 
is subyect to. Central banks use this authority 
according to economic conditions and force the 
banks to hold more or less required reserves by 
increasing or decreasing required reserve ratios. 
Time and demand deposits in banking system can 
be included into required reserve practice and, as 
a general trend, required reserve ratio for demand 
deposits is higher than that of time deposits. 


Required reserve ratio is the ratio that is 
determined by central bank and indicates 
the quantity of reserves that banking system 


holds against their liabilities. 


VVhen central bank increases required reserve 
ratio, banks vvill have to hold a greater amount 
of money as reserves. This reduces the amount of 
deposit money that banks can create. Thus, central 
bank vvill increase required reserve ratios if it vvants 
to avoid the rise of money supply. On the contrary, 
if central bank reduces the required reserve ratios, 
banks vvill hold lesser reserves for their deposits. This 
means that banks can create more deposit money. 
As a result, reduction in required reserve ratios vvill 
have an increasing impact on deposit money that 
banks can create and, thus, the money suppİy. 


Discount Rate: Another tool a central bank 
utilizes to affect the money supply is to change 
discount rate. VVhile revievving basic functions of 
central bank, vve stated the central bank”s function 
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of being the banker for banks. Therefore, banks can incur debts from central bank if they need cash. 
Inarguably, central bank, also has to agree to make this loan demanded. Lending to banking system is one 
of the basic functions of central bank. The interest rate applied to the central bank İoans to banks is named 
discount rate. According to conditions of economy and 
banking system, central bank may raise or reduce this 
rate any time. VVhile a rise in discount rate deters to get ( Discount rate is the interest rate that central 
less loans from central bank, reduction in discount rate bank applies to İoans to banking system. 

encourages banks to get more İloans from central bank. 


Discount rate can be changed significantİy and frequently. Central bank restricts the money supply 
by increasing discount rate, because it becomes more expensive for the banks to cover their reserves. On 
the contrary, if central bank reduces the discount rate, it becomes cheaper for the banks to get loans from 
central bank and this means losing the control over money supplİy. 


Open Market Operations: According to the explanations above, the main channel of central bank to 
conduct monetary policy is to utilize bank reserves. Among the tvvo tooİs vyhich can be used by central bank for 
this purpose, the required reserve ratio changes are criticized for not being flexible, and discount rate changes 
are criticized for not giving the initiative to the central bank. As providing the opportunity of affecting directiy 
the bank reserves, open market operations are the most 
common and the most flexible monetary policy tool used 


by a central bank today. Open marhet operations are the Open market operations are central bankis 
purchasing/selling of government securities (government 1 purchasing and selling transactions of 
bonds and treasury bills) in the money market. The goal 7 government securities in interbank market in 
of purchasing//selling operations performed by the central order to affect the level of banking systems 
bank in the market is to expandirestrict the reserves of the reserves and, therefore, suppİy of money. 
banking system. 


"The prerequisites for effectively conducted open market operations are the existence of a market in 
vvhich government securities are traded and the existence of an adequate volume of transactions in that 
market. Central banks should have an important position in this market vvith enough volume of government 
securitles in its balance sheet. 


VVhen central bank purchases government securities in the market, it transfers reserves to banks and 
this, as vve savv before, is the beginning of deposit money creation process. "İhus, vvhen central bank vvants 
to accelerate the raise in money suppiİy, it vvill directly increase the reserves of banking system by making 
open market purchasing in the market. On the other hand, if central bank starts to sell government 
securities, it vvill vvithdravv reserves from banking system. This reduces the amount of deposit money that 
banks can create. "hus, vvhen central bank vvants to decelerate the raise in money suppiy, it vvill directiy 
decrease the reserves of banking system by making open market sale in the market. 


your turn : 


According to nevvspapers, in the Expectation Survey of CBRT, 
it is expected the inflation to increase from 706 to 1006, 
economic grovvth from 406 to 606, but interest rate to decrease 
from 1106 to 806 next year. İn the line of these expectations, 
vvhat changes do you recommend for central bank authorities 
to maintain the price stability in the economy? 
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Explaining the functions of money in an 
economy. 


İt is not alvvays possible and economically not appropriate to 
define the money on the basis ofits physical features. Economists, 
rather than making a specific money definition, list the functions 
of money and include everything meeting these functions into 
money concept. Money, as a medium of exchange, accelerates 
exchange of goods and services and helps ensuring economic 
efliciency by eliminating disadvantages of barter. Money, as a 
unit of account, is a measurement unit in quantifying the value 
of goods and services. Money, as a store of value, ensures to keep 
purchasing povver on hand. “İhis function of money is closely 
related vvith the price stability in a country. The store of value 
function of money vveakens in inflationary environments vvhere 
money rapidlİy İoses its purchasing povver. 


Summary 


Explaining the evolution of money in time 
and the contents of money suppİy concept. 


Evolution of money can be revievved in tvvo basic categories 
as commodity money and fiat money. İn a modern economy, 
money splits into three types: coins, banknotes and demand 
deposits. Although they are not liquid as much as cash and 
demand deposits, the near money assets are also considered as 
money. Fach country? central bank makes various definitions for 
money stock considering the problems in money definition. For 
instance, CBRT issues data related to alternative money stock 
definitions knovvn as M1, M2 and M3. 


Explaining hovv banking system creates 
money under its basic operating principles. 


Banks are generally the corporations making İoans to businesses 
and individuals and investing securities vvith deposits collected 
from people. Therefore banks are the institutions creating money 
during fund transfer process. Bank-created demand deposits in 
question are called as deposit money. "Ihe evolution of banking 
can be summarized as a transition from absolute reserve banking 
to partial reserve banking. Partial reserve banking is a practice in 
vvhich holding a reserve amount lesser than İiabilities. Volume of 
deposit money is determined by the multiplication of reciprocal 
of required reserve ratio and changes in reserves in a simplified 
model in vvhich there isnt any İleakages other than required 
TeSeTV€S. 
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Explaining hovv Keynesian economists explain the relationship 
betvveen the quantity of money and economic activities. 


Economic units vvould like to hold an amount of money for the 
purposes of transaction, precaution and speculation. The factors 
determining the amount of money that economic units vvould 
like to hold are nominal income and interest rate. V/hile nominal 
income is directly related vvith money demand, interest rate 
affects the demand for money inversely. Assuming income and 
prices are constant, the money demand function to be dravvn 
vvill be a negatively slopped curve. At the point vvhich money 
demand is equal to money supply, money marhet is equilibrium 
and marhet clearing interest rate is determined. Any change in 
the quantity of money vvill affect the investments via its effect on 
interest rate and then investment changes affect nominal income. 


Aeuuuıns 


Explaining hovv classical economists explain the relationship 
betvveen the quantity of money and economic activities. 


"The economists arguing that amount of money directly affects 
the economy base this vievv on equation of exchange. Equation 
of exchange is an identity shovving that the multiplication of 
amount of in an economy vvith velocity of money vvill be equal 
to nominal income. By assuming a constant velocity, classical 
economists insist that any change in the quantity of money affects 
only prices vvith same direction and the same rate. Therefore 
they accept that money is neutral: that is, it has no effect on the 
volume of output in the economy. 


Explaining hovv central bank uses the tools 
İt has to control amount of money. 


Although its importance in an economy, central banking is a 
relatively nevv practice vvhich emerged at the beginning of 20th 
century. Although central bank functions vary depending on 
economicand financial structure ofthe country, a modern central 
bank is expected to perform three basic functions: "To ensure 
stability in money markets, to serve as the banker for banks and 
lender of last resort and to perform banking operations of the 
government. There are three general tools of central banks to 
control amount of money: Required reserve ratios, discount rate 
and open market operations. Among these tools, today, the most 
flexible and most effectively used by central banks is open market 
operations. 
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Money and the Economy 


VVhich of the follovving functions of money 
makes possible labor division and specialization in 
an economy? 


a. Representing a social change 


b. Serving as store of value 


c. Making possible financial innovations 
d. Serving as a unit of account 
e. Serving as a medium of exchange 


L Time deposits 
IL Cash 
IILAutomobile 


If above assets are ordered from the most İiquid to 
least, vvhich of the follovving is true? 


a. 1-1-II b. 1-11-1 
c. 1—11—III d. 1—111—11 
e. 111—1—11 


kİ Ifa bank holds reserves equal to its İiabilities, 


vvhat is the source of loans it makes? 


a, Time deposits 

b. Net capital 

c. Borrovving from central bank 

d. Borrovving from other banks 

e. Funds obtained by issuing bonds 


El VVhich part ofa bankğ balance sheet contains 


deposits that it collects from people? 


. İn assets side since deposits are borrovving 

. İn liabilities side since deposits are borrovving 

. İn assets side since deposits are claim 

. In liabilities side since deposits are claim 

. İn transitory accounts since deposits are both 
borrovving and claim 


Hi In an economic environment in vvhich 
economic agents expect a reduction in interest 
rates, vvhat is the direction of changes of bonds (B) 
and money (M) in their portfolios? 


a. BİT, M) b. BT1, Mİ 
GƏRBARİN d. B/,M) 
e. Band M do not change 
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iki Holding everything else constant, vvhich of 
the follovving represents the effect of a decrease in 
prices on demand for money and interest rate? 


a. Money demand increases and interest rate 
decreases 
b. Money demand and interest rate both increase 
. Money demand decreases and interest rate 
increases 
d. Money demand and interest rate both decrease 
e. Money demand and interest rate do not change 


kil VVhat is the result of money supply curve 
dravvn vertically? 


. Central bank has reduced required reserve ratio 
to zero 

. Banking system creates an infinite amount of 
deposit money 

. Central bank has an exact control povver on 
money supply 

. Money supply changes in the same direction 
vvith interest rate 

. Central bank İeft controlling money supply to 
banking system 


n" VVhen the velocity of money is constant, 
vvhat is the grovvth rate of money stock that does 
not create inflation? 


AV AY 
a. — — — 


i. Sale price of a bill is 100 TL vvhen market 
interest rate is 1006. VVhat is the price of this bill 
vvhen market interest rate reduces to 806? 


a, 1125) TİL by, İ110)mnL 


G, İV(00müL “il, Sü L 
gs, 95) İTİL 


VVhich of the follovving represents the 
neutrality of money according to Classical 
economists? 


a. M1-—if”—Y1 
c. Mi1”Y1 
e. Mİ” ?P(”— Yİ 


b. Mİ1—11—Y1 
d. Mİ—T1 
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If your ansvver is vvrong, please refer to 
topic “Functions of Money” 


If your ansvver is vvrong, please refer to 
topic “Money Demand Function” 


If your ansvver is vvrong, please refer to Sid If your ansvver is vvrong, please refer to 
topic “Near (quasi) Monies” topic “Money Supply” 


If your ansvver is vvrong, please refer to 


.. R topic “Money and Economic Activities: 
topic “Balance Sheet of a Bank” p . 


Direct Channel” 


If your ansvver is vvrong, please refer to 
topic “Balance Sheet of a Bank” 


If your ansvver is vvrong, please refer to 
topic “Money Market Equilibrium” 


If your ansvver is vvrong, please refer to İkkİoRlfal If your ansvver is vvrong, please refer to 
topic “Money Demand” topic “Quantity Theory of Money” 


If your ansvver is vvrong, please refer to 
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İn Longman Dictionary of American English, the item “money” is defined as 


Pimr "ulu lun sa pusu fo menu 
VVhat kind of differences betvveen this taken in buying and selling: He doesn”t 
linguistic definition and the definition pəsici nz anınıllrı: Mp 
of economists? VVhy is it necessary 7 207 7 , ... 
to understand exactly the difference artist, vve”re in the money. (”vve vvill bc 
betvveen economist definition and 7: su Me 097 . 


O ün? film so much 1hat ve felt vve"d göt our 
dictionary definition: money”s veorth. -see also POCKET MONEY 


"This provided dictionary definition related money considers the money only 
as a medium of exchange, and uses the terms “currency” and “money” as 
synonymous. Hovvever, economists refer not only to a payment tool vvith the 
money, but also to a unit of account and a store of value. Therefore, the term 
“currency” is not synonymous vvith the concept “money”, it is only a part 
(in fact only small part) of it. İndeed, considering the electronic facilities of 
today, the part of cash in total money amount increasingly reduces. Separating 
the money concept used by economist from its everyday usage is important 
vvhen evaluating the economic effects of money. Since money, especially in a 
macroeconomic level, can be effective on many variables, quantity of money 
is. a very important variable in an economy. For instance, if vve assume the 
quantity of money equals onİy the sum of papers issued by central bank (i.e., 
currency in circulation), vve may reach an incorrect conclusion for the effects 
of money on inflation and interest rate. 


your turn 1 
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Suggested Ansvvers for “Your Turn” 


Money and the Economy 


Access internet-based Electronic dölün “EvDs - -.—— 


Data Distribution System created 

by CBRT and evaluate the ... 

distribution of M1, M2 and M3 ə. T— 

monetary aggregates in our ə .. 
kaəvcca “—————”” 5 AZA 


country by using current data. 
(http://evds2.tcmb.gov.tr/) 


"The last data available during the preparation of this book is 2016 end of year 
data. Monetary aggregates and their distribution among included assets are 
given in table belovv: 


Share in 
Line omnonent Quantity related Share in 
No p (million TL) Money M3 


Supply 


your turn 2 Demand Deposits (TL) 158,143.4 : 
Demand Deposits (FX) 112,445.4 0.078 
Mt (1::24:3) 382,351.2 0.264 


in ci .29 

6 TimeDepesis PO osas 0 o, 
8 Repo Asnı sss 005 000, 
9 Eypetiqid uni: 126349 009 10009. 
10 Bilan Bond 243815 096 006, 


Time Deposits (TL 628.527.6 0.443 
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İn example above, it vvas assumed that A Bank L 


A 
banks doesr”t hold any reserves apart Demand Deposits İ -1000 
from required reserves, that is, amount  Required 7? 
2877? 5 —— 


is zero. To provide simplified model 


vvith a more realistic structure, vvhat vvould happen if vve accept that banks hold 
5 percent of free reserves out of demand deposits? Can you calculate total 
deposit money that banks can create by taking into account this process vvithin 
the frame of T-accounts as above? 


Assuming that the banking system holds a required reserve of 1006 and a free 
reserve of 506, an additional deposits of 1.000 TL in Bank A initially increases 
the bank reserves by the same amount. Bank holds 1006 of deposited 1.000 
TL (i.e., 100 TL) as required reserve according to lavv and 596 of deposited 
1000 TL (i.e., 50 TL) as free reserve according to its ovvn policy. Thus, bank 
vvill reserve 150 TL in total and İend the remaining 850 TL. As there is no 
other leakage, credit of 850 TL lent by Bank A, returns to Bank B as deposit. 
Bank B reserves 1006 of 850 TL, (i.e., 85 TL) as required reserve and 506 
of it, (i.e., 42.5 TL) as free reserve, then lend remaining 722.5 TL as credit. 
As can be seen, in each stage, the total amount of required and free reserves 
excluded from money creation process. As deposit money mulltiplier is equal 
to reciprocal of leakages sum, it vvill be calculated as: 


your turn 3 1 


———— “6 “6.67 
0.10 0.05 


Accordingly, amount of deposit money that the banking system can create 


vvill be 


AD z 6.67 x 1.000 TL 
AD z 6.670 TL. 


IFyou remember that the deposit money multiplier calculated in the chapter 
vvas equal to 10, additional leakages in form of free reserve reduced deposit 
money mulüplier and, hence, the deposit money amount vvhich banking 
system can create. 
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Money and the Economy 


İn nevvspapers, it is recently being reported that Central Bank 
of Republic of Turkey (CBRT) introduced some measures in 2. 
the direction of reducing amount of money and effects of these ı 
measures vvere started to shovv up on markets. By using the a 
mechanism vve have learned in this chapter, can you explain the 

effects of these measures that CBRT introduced in the direction of reducing 
money supply on markets? 


"The measures taken by central bank to reduce money supply or to slovvdovyn 
the rise, (in other vvords, turning to tight monetary policy) vvill cause some 
chain reactions in markets. First, the contraction in quantity of money vvill 
increase the cost of holding cash and free reserve in money marhkets and the 
interest rates vvill rise. The rise of interest rate reduces investments due to 
the inverse relation betvveen investments and interest rate. As the reduction 
in investment spending also means a reduction in total expenditures, 
aggregate expenditure function vvill autonomously shift dovvnvvard. In that 
case, vvhile other conditions are constant, there vvill be an output decrease. 
"These developments signal an upcoming recession in the economy. VVe can 
summarize these consecutive reactions by utilizing the method vve used in 
text as follovvs: 


dı your turn 4. 


Suggested Ansvvers for “Your Turn” 


M,-əif-ə1,—”AE, YY), 


VVe hope you kept the data vvhile you vvere ə 


zal zi : 
ansvvering Your Tum 2. Novv go to the link ( ib. İİ?) 


http://evds2.tcmb.gov.tr/ again, and find 

the other data necessary to calculate velocity of money. The last existing 

data you may reach is enough for novv... By using the latest data available in 
Turkey, calculate velocity for M1 and M2 money supply definitions. Evaluate the 
difference betvveen tvvo values calculated. 


To calculate the velocity of money, vve need nominal GDP figure in addition 
to money stock values vve compiled before. According to existing data, as of 
December 2016, the related calculations are shovvn in table belovv: 


Line No Variable End of 2016 Value (million TL) 
ğı your turn 5 


GDP 2,608,525.8 


VZ forMz 1/3) 
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According to nevvspapers, in the Expectation 
Survey of CBRT, it is expected the inflation to 
increase from 796 to 1096, economic grovvth from 
496 to 696, but interest rate to decrease from 1196 
to 896 next year. İn the line of these expectations, 
vvhat changes do you recommend for central bank authorities to maintain the 
price stability in the economy? 


Provided indicators shovv that the economy is overheated. The reduction trend 
in interest rates, expected rise in consumption expenditures, rising expectations 
of inflation can be considered as indicators indicating that there vvould be an 
your turn 6 excessive activity in the economy. İn such cases, a central bank aiming price 
stability should follovv tight monetary policy. For this purpose, it is suggested 
to change monetary policy tooİs in direction to reduce the reserves of banking 
system. To accomplish this, central bank may prefer selling Treasury bills to 
banks, increasing discount rate and required reserve ratio, as vvell. 
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Describe the concept of aggregate demand / Describe the concept of aggregate supply and 


and explain the meaning of it, “E explain the meaning of it, 
f) Understand hovv the general price level and i Understand hovv economic policies affect the 
il İhe production are determined in an economy İs general price level and the production amount 
— and vvhy they change in time, by using AD - AS analysis, 


A dnderstand the general characteristics of 
İ inflation phenomenon and list the types of 


inflation. 
Chapter Outline Key Terms 

Aggregate Demand Aggregate Demand 
Aggregate Supply Aggregate Demand (AD) Curve 

“o Aggregate Supply 
Equilibrium .. Level m Aggregate Suppiy (AS) Curve 
7 Analysis and Economic Stabilization Equilibrium Price Level 

olicies 


Demand-Pull inflation 
Cost-Push linflation 
Stagflation 
Stabilization Policies 


İnflation and its Causes 
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INTRODUCTION 


One of the most important issues in 
macroeconomics is the determination of the general 
price level in the economy. İn the first chapter of 
this book in vvhich vve introduced the concept of 
macroeconomics, it is stated that one of the core 
interests of macroeconomics is inflation and vve 
have given a definition of it. Therefore, vve need to 
be able to explain hovv the general price level in an 
economy is determined and vvhy it changes. 


In previous chapters, vve have first seen hovv 
the equilibrium is obtained in good and services 
production. Thus, vve have determined hovv the 
amount of production realized in the economy is 
determined and vvhy it sometimes increases and 
sometimes decreases. İn the last chapter, vve tried to 
explain hovv interest rate vvas determined and vvhy 
it changed in the financial side of the economy. 
In these analyses, vve have examined hovv tvvo 
basic economic policy instruments, namely the 
monetary and fiscal policies, vvill have an impact 
on the basic equilibrium variables vve have learned. 
VVhile reaching some conclusions by using these 
chapters” outcomes, there vvas an assumption that 
vve accepted up to this chapter: Gezezal price İevel 
in the economy is constant. 

Novv, by changing this assumption on prices, 
vve can go on to examine hovv the general level of 
prices in the economy is determined. "The analytical 
technique vve use for this purpose is an extremely 
robust analytical technique called aggregate 
demand — aggregate suppİy (AD — AS analysis in 
brief). The advantage of the method is not only 
because it allovvs us to explain hovv the general 
level of prices is determined and vvhy it changes, 
but also because vve have synthesized goods 
market equilibrium, money market equilibrium 
and firms” production / pricing decisions that vve 
have discussed in the previous chapters separately. 
Briefly, in the AD — AS analysis, vve aim to reach a 
synthesis of the topics that vve have covered so far 
in macroeconomics. 


In this chapter, first, vve vvill investigate the 
aggregate demand and aggregate supply curves in 
detail and then vve vvill discuss their practical use 
in economic analysis. VVe vvill then look at hovv 
aggregate demand and aggregate suppİy curves are 
combined to determine the equilibrium price level 
in an economy. The analysis vve vvill make here 


vvill enable you to determine hovv the general price 
level affects economic activity and hovv economic 
activities affect the overall level of prices. Finally, 
vve vvill examine the effects of monetary and fiscal 
policies on economic stabilization. 


AGGREGATE DEMAND 


Aggregate demand is the total amount of 
goods and services demanded at various price levels 
by all sectors in an economy (households, firms, 
government, and external vvorld). "The total amount 
of these goods and services is measured by real 
income or real GDP. As you vvill recall, the general 
level of prices is expressed by the average vveighted 
index of prices of all goods and services in the 
economy. For example, the consumer price index 
(CP1) vve are familiar vvith from our daily lives is an 
index that measures the change in the general level 
of prices. İn this sense, aggregate demand explains 
the relationship betvveen the general level of prices 
and the real income. 


Aggregate demand is the total amount of 
goods and services demanded at various 


price levels in an economy. 


Aggregate Demand Curve 


The aggregate demand curve is the curve 
shovving the relationship betvveen the general price 
level and the level of production. İn order to obtain 
the aggregate demand curve, vve should examine 
hovv the quantity of production responds to the 
price level changes. İn other vvords, vve should find 
an ansvver for that question: “ V/7ez prices increase, 
gohat is going to happen to the quantity of production? 
İncrease, decrease or unchanged)” "To ansvver this 
question vve have already learned the necessary 
tooİs: in other vvords, vve have learned goods and 
services market and money market in previous 
chapters. Aİ vve have to do is to combine these 
markets (real and financial sides of the economy) 
to get a synthesis. 


Aggregate demand curve is the curve that 


shovvs the relationship betvveen general 


price level and production level, 
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VVhen examining the money market equilibrium, vve stated that the amount of money is the money 
economic units vvant to keep. “he factors that determine the amount of money they vvant to keep are 
the interest rate (i), income (Y) and prices (P). Here is a simple example of hovv a price change affects the 
demand for money. For example, lets say you get a bread from the market every morning and you pay ITL 
for this bread. VVhen the bread prices are increased by 1.20 TL, you should keep 1.20 TL in your pocket 
vvhen you go to the market. The amount of money required to perform a certain amount of transaction is 
determined by the average price of these transactions. An increase in the prices of these transactions means 
that the demand for money also increases. For example, the budget you allocate for your regular kitchen 
expenditures every month vvill increase vvith the increase in the prices ofthe products in this spending basket. 


"The rise in prices increases the demand for money. Novv let us analyze the effect of this change on 
money market and economy vvith the aid of Figure 6.1. The starting point for this analysis is the increase 
in prices from Po to P.. This increase in price level vvill also increase the demand for money. Accordingiy, 
in the panel (a), Md) money demand curve dravvn for the P, price level vvill move to the right representing 
the increase in the money demand, and vvill arrive to Mü, position. At the initial interest rate ip, the 
increase in prices vvill create an excess demand for money in markets. Economic agents vvill vvant to hold 
more money because of increasing prices. Since vve assumed that money supply is constant, money market 
can only reach an equilibrium at a higher interest rate (i)). 


45? 


orGrX 


CH GEX 


İnterest Rate 
Aggregate Expenditures 


Quantity of Money İnvestments Real GDP 
(a) (b) (O 


Figure 6.1 Effects of Increase in Prices on the Economy 


Panel (b) of Figure 6.1 shovvs the relationship expenditures also decrease. "Ihe initial aggregate 
betvveen interest rates and investment expenditures. expenditure function, denoted by C 4 1) x GE5.NX 
This relationship Bbetvveen interest rates and shifts dovvnvvard to position C - 1) 4 G 3NX.A 
investment expenditures is negative. Because of İovver aggregate spending than the beginning vvill 
increased interest rate in money market, financing cause an increase in stocks and firms vvill decrease 
cost of investment vvill increase and this makes some their production. İn this case, production falls from 
investment profects already planned unprofitable Yşı to Y). 


at nevv high interest rate. İt is obvious that this IF all dhe processes in Figure 6.1 are summarized, 
situation implies a decrease in planned investment ghe increase in the general price level in the economy 
expenditures. İn order to shovv this decrease in (P1) results in a decrease in production (Y/). If he 
investments, in Panel (b), by moving dovvn on the prices fall, the above process vvill vvork in reverse. The 
investment demand curve from point A to point B, dqeçline in prices vvill reduce the demand for money 
investment expenditures reduce from İş to İ,. and lead to a decline in equilibrium interest rates. A 
Panel (c) of Figure 6.1 shovvs the change in lİovver interest rate vvill increase planned investment 
the equilibrium production level of the economy expenditures and therefore aggregate expenditures. 
using aggregate expenditure function. The decrease Firms experiencing a decrease in stocks vvill increase 
in planned investment expenditures in the case of their production. As a result, the decline in overall 
an increase in interest rates means that aggregate prices (P1) leads to an increase in production (Y1). 
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"The economic process above shovvs us that 
there is an inverse relationship betvveen prices and 
production (real income). The inverse relationship 
betvveen total production (real income) and 
the general level of prices is called the aggregate 
demand curve (AD). "The aggregate demand (AD) 
curve vvith a negative slope is shovvn in Figure 6.2. 


General Price Level 


Output (Real Income) 


Figure 6.2 Aggregate Demand (AD) Curve 


Here, vveshould mention tvvo important features 
related to the aggregate demand curve. First of all, 
both the real sector and the monetary sector are 
at the equilibrium on the AD curve. The process 
starting vvith analyzing the effect of changing prices 
on money market equilibrium results in analyzing 
hovv the equilibrium changes in goods market (real 
part of the economy). "herefore, any point on the 
aggregate demand curve (like A, B or C in Figure 
6.2) shovvs that both money and goods markets 
are in equilibrium. In other vvords, at point A for 
instance, money demand equals money supply and 
planned aggregate expenditures equal the value of 
production at the same time. 


"The second feature of AD curve is related vvith 
the meaning of aggregate demand curve. AD curve 
has a more complex meaning than the individual 
or market demand curves you have learned in 
microeconomics. VVe should note that AD curve 
is neither a market demand curve nor the total of 
market demand curves in the economy. Contrary 
to individual demand curve, aggregate demand 
curve is dravvn by considering all the prices in 
the economy and, therefore, these tvvo curves 
differentiate. In order to explain the negative 
slope of AD curve, vve cannot use the İogic that 
vve used to explain the negative slope of individual 
demand curve. If you remember from the above 


analysis, since money demand increases vvhen 
prices increase, there is a negative relationship 
betvveen prices and aggregate demand. İn order 
to vvork of this process, vvhile money supply is 
constant, interest rate must increase to ensure the 
money market equilibrium. As you see, the factor 
that drives dovvn the production level is interest 
rate, not the price level. "Therefore, to understand 
vvhat aggregate demand curve tells us, vve should 
understand the interaction betvveen real and 
financial sectors of the economy. 


Aggregate Expenditures and 
Aggregate Demand 


Let us recall that the aggregate expenditures 
in the economy are the sum of consumption (C), 
investment (1), government expenditure (G) and 
net exports (NX). These expenditures planned by 
households, firms, government and foreigners are 
called aggregate expenditures (AE). The equilibrium 
condition for the economy vvas that aggregate 
planned expenditures are equal to output: 


Y-AE 
Y-C31I:G.:NX 


Since both the monetary sector and the real 
sector are in equilibrium at each point on the 
aggregate demand curve, the aggregate demand is 
equal to aggregate planned expenditures. You can 
see this vvith the help of Figure 6.1 and Figure 6.2. 
A decrease in aggregate planned expenditures causes 
an upvvard sliding on the AD curve vvhen prices rise. 


Shifts in Aggregate Demand Curve 


In obtaining the aggregate demand curve, vve 
have assumed that the variables of the economic 
policy that the government use are fixed. Changes 
resulting from government expenditure (G), 
taxation (T) and money supply (M5) due to 
monetary and fiscal policy decisions cause the 
aggregate demand curve to shift. 


VVe can see this by examining the effects of an 
increase in money suppİy. VVhen the prices are 
at a certain level, the central bank increases the 
money supply, causing the interest rate to fall in 
the money market. "The decline in interest rates 
increases planned investment expenditures and 
therefore aggregate expenditures. Depending on 
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the aggregate expenditures, production vvill also 
increase. "The final result of the increase in money 
supply is the increase in production at a certain 
price level, In this case, the AD curve vvill shift 
to the right as in Figure 6.3. Here the aggregate 
demand at the beginning is indicated by the ADy 
curve. Production at Pp price level occurs at Y?. 
Interest rate declines and expenditures increase 
because of the increase in money supply vvithout 
changing the price level, Production vvill be realized 
in Y, at the aggregate demand level shovvn as AD.. 


General Price Level 


T 
Output (Real Income) 


Figure 6.3 Shift of the Aggregate Demand Curve to the 
Right 


An increase in government expenditure or a 
reduction in taxes leads to an increase in production 
(real income) at each price level. The increase 
in government expenditures directİy leads to an 
increase in the amount of production by increasing 
aggregate expenditures. A decrease in taxes İeads to 


an increase in disposable income and an increase in 
consumption expenditures, leading to an increase 
in aggregate expenditures and an increase in 
production. "Iherefore, the increase in government 
expenditures or the decline in tax rates causes the AD 
curve to shift to the right as in Figure 6.3. In order 
to assess the effect of decreases in money supply and 
government spending or the increase in tax rates 
on the production, vve need to reverse the process 
vve have described above. İn this case the aggregate 
demand curve vvill shift to the left and the amount of 
production at each price level vvill decrease. "The shift 
of the AD curve to the left is shovvn in Figure 6.4. 


General Price Level 


Y 
Output (Real Income) 


Figure 6.4. Shift of the Aggregate Demand Curve to 
the Left 


Table 6.1 summarizes the changes iin the position 
of the aggregate demand curve against changes in 
money suppİy (M3), government expenditure (G) 
and taxes (T). 


Table 6.4: Effects of Economic Policies on Aggregate Demand 


Expansionary Economic Policies 
Expansionary Monetary Policy 

M5 1 £5 AD shifts to the right 
Expansionary Fiscal Policy 

G 15 AD shifts to the right 

T 1” AD shifts to the right 


Contractionary Economic Policies 


Contractionary Monetary Policy 
M5 (Vs shifts to the left 


Contractionary Fiscal Policy 
G 15 AD shifts to the left 
T 15 AD shifts to the left 


də 
your turn 


Analyze the effects of expansionary and contractionary 
economic policies on prices and production vvith the 


help of the aggregate demand curve. 
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AGGREGATE SUPPLY 


Aggregate suppİy shovvs the total output 
of goods and services produced in the economy, 
at a certain price level in a given period. "The 
total output is the amount of goods and services 
measured by real GDP and produced by all sectors 
in the economy. 


Aggregate suppİy is the total amount of 


goods and services produced at various 


price levels in an economy. 


Aggregate Supply Curve 


Aggregate suppİy curve is the curve shovving 
the relationship betvveen the total amount of 
production supplied and prices offered by all firms 
in an economy. İn economic theory it is necessary 
to make a distinction betvveen short term and 
long term aggregate suppİly curves, Today most 
of the economists accept that long term aggregate 
supply curve is vertical at the potential GDT level. 
"Therefore, monetary and fiscal policies do not have 
any effect on production in the long-run. Since vve 
are interested in stabilization policies in this chapter 
by using monetary and fiscal policies, vve are going 
to investigate only the short-run aggregate supply 
curve unless othervvise cited. 


Aggregate supply curve the curve shovving 
the relation betvveen the total amount of 


production and prices offered by all firms in 


an economy. 


4 important 


o 
In the context of İntroduction to 
Economics İl course, vve vvill only deal 
vvith the short-run aggregate supply curve. 
"The shape of the aggregate supply curve in 
the long-run and result of it on economic 
policies to be follovved is the subiect of 
Economic "İheory related courses. 


Short-run Aggregate Supply Curve 


There are different approaches among 
economists regarding the shape of the short-run 
aggregate supply curve, in other vvords, the slope 
of the short-run aggregate supply curve. Classical 
economists argue that the short-run supply curve 
is completely vertical or rather steep because the 
economy is alvvays at full of employment as a result 
ofdynamics ofthe market mechanism. According to 
this vievv, since the economy is in full employment, 
it is not possible to increase the total output even 
in the short-run. Keynesian economists argue that 
the supply curve is horizontal because the economy 
is underemployment GDP level. According to this 
vievv, it is possible to increase the total production 
vvithout changing the general price level. VVhen the 
economy moves from underemployment to full 
employment due to the increase in production, the 
general price level vvill start to rise. In this region 
vvhere the elasticity of the short-run aggregate 
supply curve begins to decrease, the supply curve 
vvill have a positive slope. 


In Figure 6.5, the short-run aggregate suppİy 
curve is shovvn for these three different situations. 
Let us assume that an expansionary monetary 
or fiscal policy has been follovved in order to 
understand the shape of the aggregate supply 
curve, vvhich is formed by these three different 
situations, resulting in a total increase in demand. 
Accordingly, in response to the increasing demand, 
companies” reactions to production and price vvill 
shape the supply curve. 


At lovv production İlevels of the economy, 
both the firms and the economy are idle in terms 
of capacity. This situation means that there is 
idle capital and labor in the hands of firms. 
From a general vievv of the economy, eyclical 
unemployment is the issue. İn such a case, firms are 
more likely to respond to increases in demand by 
increasing their output rather than increasing their 
prices. Because of the existence of the production 
factors that firms do not use, the additional cost 
they incur if they increase their production is 
relatively lovv. Due to the high unemployment, 
there is also the possibility of employing more labor 
at İovv cost. Accordinglİy, if the economy is at a İovv 
level of production, vve can say that the increase 
in aggregate demand vvill increase production and 
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the general price level vvill remain unchanged or 
change very little. This process is indicated by 
the horizontal aggregate supply curve (called as 
Keynesian Region in Figure 6.5). 


As long as production continues to increase, 
the reaction of prices vvill change too. As firms and 
economy generally reach full capacity, companies” 
response to the increase in demand vvill be to 
increase prices significantİy by rising production. 
"The reason is obvious: Firms begin to approach to 
the limits of their production capacities and the 
unemployment starts to decrease together vvith 
the increased employment. "These developments 
together in domestic markets indicate that economy 
approaches tovvard the full employment level. As 
production increases, the price of capital and labor 
vvill start to increase more rapidly, vvhich vvill lead 
companies to increase their prices (this portion of AS 
curve is called as /zzervzediate Region in Figure 6.5). 


:" İntermadiate 
: Region 


Keynesian 
Region 


Figure 6.5 Aggregate Supply (AS) Curve 


İt is not possible for firms to increase their 
production after a certain level of production. The 
economy has reached full employment level and 
the eyclical unemployment problem has ceased to 
exist. Firms vvill only increase their prices in the 
face of rising demand at this level of production. 
Accordingiy, the aggregate suppİy curve is steep at 
the full employment level, vvhere the highest level 
of production is achieved in the economy (this 
portion of AS curve is called as Classica/ Region in 
Figure 6.5). 

Many economists argue that the shape of the 
short-run aggregate supply curve is positively 
sloping in a similar vvay to the intermediate region 
in Figure 6.5. 


Shifts in Aggregate Supply Curves 
in the Short-Run 


Each factor affecting the firms production 
decisions causes the AS curve to shift. Some of 
these factors are cost shocks, economic grovvth, 
investment gap, natural factors and vvar. 


In the economy, changes in costs may occur 
regardless ofthe price level. For example, an increase 
in oil prices is a good example. Öil is an important 
input for many firms and sectors. Iİfthe price of this 
input used by the firm increases, the firm responds 
by increasing the price of the manufactured goods 
and decreasing the production. The effect of this 
increase in costs for the vvhole economy is explained 
by the shift of the AS curve to the left. At a given 
production level, the shift of the AS curve to the 
left means a higher price level, In Figure 6.6, at a 
given production level, the general price level rose 
from Po to P) if the AS curve slides to the left. 


General Price Level 


Output (Real Income) 


Figure 6.6 Shift of the Aggregate Supply Curve to the 
Left 


In the case of cost reduction, regardless of the 
general price level, the AS curve vvill shift to the 
right like in Figure 6.7. The rightvvard shift of the 
AS curve at a given production level means a İovver 
price level. In Figure 6.7, at a given production 
level, if the AS curve shifts to the right, the general 
price level decreases from Pq to P.. 
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General Price Level 


Output (Real Income) 


Figure 6.7 Shift of the Aggregate Supply Curve to the 
Right 


"The cost changes that cause the displacement of 


the aggregate supply curve are called cost or supply 
shock. 


Economic grovvth causes the aggregate supply 
curve to shift to the right. VVe have already stated 
that the AS curve is vertical vvhen the economy 
is at full employment level, Full employment is 


determined by current production factors and 
technology. Accordinglİy, if the labor force (or the 
productivity of the labor force) and capital stock 
(or the productivity of the capital) increase, the AS 
curve vvill shift to the right. 


"The capital goods used in the production 
process are vvorn over time and gradually disappear 
if not properly maintained. If an economy is not 
adequately supplemented vvith capital stock, the 
capital stock vvill decrease. The decrease in the 
capital stock vvill cause the AS curve to shift to the 
left. This is called the investment gap. 


Changes in vveather conditions can also cause 
the AS curve to shift. For example, a severe drought 
vvill reduce the supply of agricultural products, 
vvhile favorable vveather conditions vvill increase 
the fertility of the soil and increase the suppİy of 
agricultural products. Hovvever, in the event of 
disasters such as natural disasters or vvar, production 
in the economy vvill decrease and the AS curve vvill 
shift to the left. 

"The factors affecting the position of short-run 
aggregate supply curve are summarized in Table 6.2: 


Table 6. Shift of the Aggregate Supply Curve 


İncrease in Aggregate Suppİy 


Decrease in Costs 
- Decrease in input prices 
- Lovv vvage level 


Economic Grovvth 

- More capital 

- More vvorkforce 

- Technological progress 


Decrease in Aggregate Suppİy 
İncrease in Costs 

- İncrease in input prices 

- İncrease in fees 


İnvestment Deficit 
- No renevval of vvorn-out capital goods 


Favorable VVeather Conditions Bad VVeather Conditions, Natural 
Disasters and VVar 


—.. 
your turn 


80,00 


"The chart on the right shovvs the trend of the monthly 
industrial capacity utilization rates in Turkey in 2007- 
2017 period. Given that the industrial sector is the öooo 
driving force of the economy, discuss the movement of 
the Turkish economy on the aggregate supply curve. 


70,00 


Capacity Utilization Rate 
50,00 pes 
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THE EQGUILIBRIUM PRICE 
LEVEL 


In an economy, the equilibrium price level is 
the general level of prices at vvhich the aggregate 
demand is equal to the aggregate supply. This also 
corresponds to the intersection of AD and AS 
curves, as shovvn in Figure 6.8. In the figure that 
is dravvn by shovving the already obtained AD and 
AS curves in the same diagram, the equilibrium 
price and output levels are determined as Py and 
Yo: respectively. 


Equilibrium price level is the price level at vvhich 


the aggregate demand is equal to aggregate suppİy. 


VVhile everything else that affects aggregate 
demand and aggregate suppİy other than prices 
is constant, it is not possible to attain a nevv 
equilibrium price level in the economy, other than 
point A. Lets assume that price level decreased to 
belovv of this equilibrium level for any reason (like 
PM. At this price level, the quantity demanded is 
Y) and the quantity supplied is Y) and, therefore, 
an excess demand in the economy is present. "This 
situation puts an upvvard pressure on prices. In 
response to increasing price level, firms start to 
produce more and consumers start to demand less. 
"This trend in aggregate supply, aggregate demand 
and price level vvill continue up to the point at 
vvhich aggregate supply and aggregate demand 
equal each other again. If the price level increases 
above of Po equilibrium price level, the above 
process vvill vvork inversely and, at the end, the 
initial equilibrium price level is reached again. 


Figure 6.8 Equilibrium Price Level 


Changes in Equllibrium Price 
Level 


Factors affecting the changes in aggregate 
demand or aggregate supply cause the equilibrium 
price level and the equilibrium output level to 
change as vvell, 


"The expenditure components that affect the 
change in the aggregate expenditure function in 
the economy also cause the aggregate demand 
curve to shift as vvell. Assume that the aggregate 
supply curve is constant, the aggregate demand 
curve shifted to the right for any reason. As you 
can see in Figure 6.9 (a), the aggregate demand 
curve moves from AD, to AD.,. İn this case, the 
equilibrium shifted from point D, to point D.. 
Eventually, the general price level in the economy 
increases from P, to P,, vvhile the equilibrium 
income level increases from Y, to Y,. This increase 
(or sometimes decrease) in aggregate demand is 
called as aggregate demand shock. 


Figure 6.9 Changes in Equllibrium Price Level 
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VVe have already explained the factors affecting the shift of the aggregate supply curve in the economy. 
Suppose that the input prices increase and the aggregate supply curve moves to the left. As shovvn in panel 
(b) of Figure 6.9, the aggregate supply curve shifts from the AS) position to the AS, position. İn this case, 
the equilibrium is shifted from point D) to point D,,. As a result, the equilibrium price level increases from 
P, to P,, vhile the equilibrium ourtpuc falls from Y) to Y,. 


your turn ? 


Discuss the situation in vvhich price level is stable (does not 
change), but the economy is grovving vvith a stable rate. 


AD-AS ANALYSIS AND 
ECONOMIC STABILIZATION 
POLICIES 


In terms of economic stability, tvvo main 
obyectives emerge in todays economic policy. 
"These are the stability in prices and the stability in 
production. Price stability is the situation in vvhich 
the general price level in the economy either changes 
very slovvİy or does not change at all, In todays 
vvorld it is generally accepted that a tvvo percent 
annual increase in price level means prices are stable 
in the economy. Stability in production (output 
stability) is the reduction of periodic fluctuations in 
GDP and maintaining economic grovvth rate close 
to the long-term average. 


Price stability is the situation in vvhich the 


general price level in the economy either 
changes very slovvİy or does not change at all, 


Production stability is to reduce the 
periodic fluctuations in GDP and 


maintaining economic grovvth rate close to 


the long-term average. 


Provision of both aims means a stable economy. 
In fact, the tvvo aims are complementary because they 
have close interactions vvith each other. According 
to the so-called divine coincidence in economics 
İlterature, output stability is provided automatically 
in an economy vvhere price stability is provided. 


"The economic policy is influential on aggregate 
demand, as it is contractionary or expansionary. 
VVhen the fiscal policy is applied, the tools used 
are the government expenditure (G) and the taxes 
(T), vvhile the money supply (MS) used in the 
monetary policy. An expanding economic policy 
is to stimulate the economy by increasing the 
aggregate demand. VVe have shovvn that this goal 
can be achieved vvith an increase in government 
spending or vvith an increase in money suppİy and a 
reduction in taxation. The goal of a contractionary 
economic policy is to reduce aggregate demand and 
slovv dovvn economic activity. VVe have determined 
that this obiective can be achieved by a decrease in 
government expenditures and money supply, and 
an increase in taxes. İn earlier parts of this chapter, 
vve learned that expansionary policies shifted the 
AD curve to the right, contractionary policies 
shifted the AD curve to the left, and the effects of 
these shifts of AD curve on the equilibrium price 
level and the equilibrium production level. 


Our goal is to assess the impact of economic 
policies. VVhen analyzing these effects, vve should 
pay attention to tvvo points about AS curve. First of 
all vve assume that the AS curve does not change. 
Secondly, vve have to pay attention to vvhat region 
the economy is on the AS curve because the price 
and production reaction of the economy vvill be 
different accordingiy. In Figure 6.10, if the economy 
is operating in the horizontal part of the aggregate 
supply curve, as in the beginning, as in point A, an 
expansionary policy that causes the AD curve to shift 
to the right leads to a small increase in prices and a 
large increase in production. VVhile the equilibrium 
price level increases from P) to P., the equilibrium 
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income level also increases from Y) to Y.. İn the case 
of the economy is taking place in this region, the 
ob/ective of an expansionary economic policy is to 
realize a significant increase in production despite a 
small increase in the general price level, 


able to achieve its target since a İlovv production 
increase could be realized and prices increased 
significantly. As the economy in this region is 
close to the full capacity limit, the effort to further 
increase the production leads to higher prices 
vvithout creating a significant change in production. 


Figure 6.10 Effect of Expansionary Economic Policy-l 


In Figure 6.11, if the economy is operating in a 
region vvhere the aggregate supply curve is steeper, 
such as point B, an expansionary policy creates a 
small increase in production, vvhile it causes a 
larger increase in the general price level, VVhile the 
equilibrium level of prices increases from Po to P., 
the equilibrium level of income also increases from 
Yo to Y). İn this case the expansionary policy is not 


Figure 6.17 Effect of Expansionary Economic Policy - II 


"The analyses vve have done vvith the help of 
Figures 6.10 and 6.11 provide us vvith an important 
conclusion for the implementation of economic 
policy. İt is important to knovv the state of the 
economy before a change is made in economic 
policy. V/hat is meant by state of the economy here 
is vvhere the economy is located on the AS curve. 


your turn ı 


In an economy vvhere inflation is 506, hovv to 


implement an economic policy that vvill affect 
aggregate demand to reach 206 of inflation, the level 
of price stability? 


INFLATION AND ITS CAUSES 


Inflation is the increase in the general level of prices. According to this definition, every factor that shifts the 
AD curve to the right and the AS curve to the left causes inflation. Hovvever, vve should clarify the difference 
betvveen one-time price increase and continuous increases in prices. Inflation is the continuous increases in 
the general price level for a long time. VVhen you consider the explanations vve made so far, it is possible to 
say that there vvill be a İot of factors that create one-time increase in prices. Hovvever, most of the economists 
today accept that the main factor that drives prices to increase continuously is continuously increasing money 
suppİy. This shovvs that vvhatever the initial reason to increase price level is, inflation occurs only vvhen 
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increasing money supply accompanies. Therefore, 
it is generally accepted in economics that £?/7zz/oz is 
ahvays a monetary phenomenon. After distinguishing 
one-time price increase and inflation, vve can analyze 
the causes of inflation depending on its basic types. 


Inflation is the continuous increases in 
general price level for a long time. 


Cost-push inflation is the inflation that 


occurs as a result of increase in input costs. 


Stagflation is the situation in vvhich prices 
increase vvhile production decreases. 


Demand-Pull Inflation 


Inflation, vvhich is caused by the increase 
in aggregate demand, is called as demand-pull 
inflation. Using Figures 6.10 and 11, vvhich vve 
have already examined, vve can see hovv demand 
inflation has emerged. İnflationary process begins 
vvith shifting aggregate demand curve from AD, 
to AD, in both graphs. As a result of rightvvard 
shift of AD curve, general price level increases Po 
to P) vhile equilibrium output rises Y) to Y.. Ifthe 
economy operates on the steeper part of AS curve 
vvhen aggregate demand increases (like in Figure 
6.11), price increase precludes output increase. 


Demand-pulİ inflation is the inflation 


caused by aggregate demand increases. 


Cost-Push inflation 


Inflation, vvhich is caused by cost increases, is 
called cost-push inflation. For example, increases 
in oil and ravv material prices are an important cost- 
enhancing factor for producers. As seen in Figure 
6.12, the increases in costs cause the aggregate 
suppİy curve to shift to the left. If the policy 
makers do not react to the shift in the AS curve 
by changing their monetary and fiscal policies, the 
AD curve vill not shift. In this case, the shift of 
the AS curve to the left raises the general level of 
prices from Po to P,, causing the production to 
fall from Yı to YI. İn this vvay, vvith rising input 
prices, general price level increases (inflation) vvhile 
production decreases and unemployment increases 
(stagnation). "This process in vvhich prices and 
unemployment increase at the same time is knovvn 
as stagflation (inflation in stagnation). 


Figure 6.12 Cost-Push inflation 


In our analysis in Figure 6.12, vve admitted 
that although the AS curve shifted to the left, 
policy makers did not react to this by follovving 
an expansionary economic policy. If the policy 
makers increase aggregate demand by increasing 
government expenditure (G) or money supply 
(MS) or by reducing taxes (T) to stimulate the 
economy in the face of a decrease in production, 
the aggregate demand curve vvill shift to the right as 
in Figure 6.13. Production at the nevv equilibrium 
point has increased again to Yo, but the prices once 
again have risen from P) to P.. 


P 
AS) 
P, İ 2----48------ 
p.l ə. 
1 
P / AD 


Yi Yo Y 


Figure 6.13 Cost-Push Inflation and Expansionary 
Policy 
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Money Supply and inflation the price level leads to an increase in the demand 
for money. If the supply of money is constant, 
increase in money demand vvill increase interest 
rates in the money market. An increase in the 
interest rate vvill result in a reduction in planned 
investment expenditures. This nevv emerging 
equilibrium position in the economy corresponds 
to high government expenditures, lovv investment 
expenditures, higher interest rate and increasing 
price level. Lets take our analysis one step further 
by assuming that central bank accommodates 
the expansionary fiscal policy. Central bank 
accommodates if it tries to keep constant increasing 
interest rate as a result of expansionary fiscal policy. 


İt is quite easy to see that increases in money 
supply vvill increase the general price level, As 
shovvn in Figures 6.10 and 6.11, vvhich vve have 
already examined, an increase in the money supply 
(M5) shifts the AD curve to the right, resulting 
in an increase in the prices. As vve have already 
mentioned, this is a demand-pull inflation. 


"The increase in the money suppİy plays an 
important role in the emergence of demand-pull 
inflation as vvell as the consistent inflation. For 
example, lets assume that an expansionary fiscal 
policy has been follovved byan increase in government 
expenditure vvhile money suppİy is constant. "he fact 
that the money suppİy remains constant in the face 
of the increase in government expenditures suggests 
that the central bank does not accommodate to the 
expansionary fiscal policy. The increase in government 
expenditures vvill cause the aggregate demand curve 
to shift to the right and the prices vvill increase. In : ... 
Figure 6.14 belovv, this is indicared by shifting the AD, to AD,,. As a result, prices vvill rise further to 


AD, curve to the right to AD) position. P,. In that case, prices have once again increased 
0 1 , 
as a result of the central banks accommodation to 


expansionary fiscal policy in order to prevent the 
interest rate to increase. Since increasing prices vvill 
once again increase money demand, interest rate 
again shovvs a rising tendency. The central bank in 
efFort to keep interest rate constant has to increase 
money supply again. İncreasing money supply 
causes AD curve to shift rightvvard once again to 
AD, position and prices to increase to P: level. 
"This repeating process vvill continue as far as central 
bank accommodates the expansionary fiscal policy. 
As you realize, vvhile expansionary fiscal policy 
creates initial price increase, the accommodating 
monetary policy causes prices to increase gain and 
again (continuously). Therefore, vve can conclude 
that inflation occurs only vvith continuously 
In this case, the general price level vvill increase increasing suppİy of money. "This confirms the idea 
from Po to P.. If vve remember, the increase in tühar inflarion is alvvays a monetary phenomenon. 


"The rise in government expenditure led to higher 
interest rate by raising money demand. İn this 
case, the central bank vvho vvants to keep interest 
rate constant vvill increase the money supplİy. The 
increase in the money supplİy leads to the aggregate 
demand curve to move to the right once again from 


Figure 6.14. Inflationary Monetary Policy 


your turn - 


Turkey suffers from inflation problem for at İeast 25 years. Turkish 
inflation rates have varied vvithin the range of 12006 - 506 during this 
period. As you see above, vve indicate that money supplİy is the only reason 
for that process. İn this your turn section, vve demand that you reach the 
latest data on inflation and money supply (M1). Can you confirm the 
theoretical explanation about the relationship betvveen the inflation and 
the quantity of money in Turkish economy? 


Monetary 
Policy 
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Describing the concept of agqregate 
demand and explain the meaning of it. 


"The concept of aggregate demand, vvhich is the sum of the 
demand for goods and services produced in an economy, can be 
summarized by the aggregate demand curve, vvhich shovvs the 
existence of an inverse relationship betvveen the general level of 
prices and the amount of production. 


"The factor that causes the decrease of the production amount 
vvhen the general level of prices increases in the economy is 
the interest rate. The interest rate influences the planned 
aggregate expenditures, thus causing the production level to be 
determined. For this reason, the real sector and the monetary 
sector are in equilibrium at every point on the aggregate 
demand curve. 


Areuuuıns 


"The aggregate demand curve shifts to the right to indicate that 
aggregate demand increases vvhen government expenditure 
increases, money supply increases, and taxes decrease. "The 
shift of the aggregate demand curve to the left is a matter of 
decreasing public spending and money suppiİy, increasing taxes. 


Describing the concept of agqregate 
suppiy and explain the meaning of it. 


In an economy, the aggregate supply, vvhich represents the 
total amount of goods and services produced in the economy 
at a certain price level in a given period, can be expressed by 
the aggregate suppİy curve shovving the relation betvveen the 
amount of production supplied by all firms in the economy and 
the general level of prices. The aggregate supply curve is flat at 
lovv production levels and at high production İevels it takes a 
steep shape. Hovvever, many economists argue that the aggregate 
suppİy curve, at least in the short run, has a positive trend. 

Economic shocks, economic grovvth, investment gap and 
natural disasters affect the production decisions of firms and 
cause the aggregate supply curve to shift. 
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Understanding hovv the general price level and the production 
are determined in an economy and vvhy they change in time. 


"The level of equilibrium price in an economy is determined at 
the point at vvhich the aggregate demand and aggregate supply 
curves intersect. This point means that aggregate demand is 
equal to aggregate supply. 


"The intersection point of aggregate demand and aggregate 
suppİy curves indicates a multi-perspective equilibrium among 
the real sector, the monetary sector and the firm$ production / 
pricing decisions. 

Demand and supplİy shocks to shift aggregate demand and 
aggregate supply curves, respectively influence and change the 
equilibrium price level and output in the economy. 


Summary 


Understanding hovv economic policies affect the general price 
level and the production amount by using AD — AS analysis. 


"The most important point to evaluate the effects of fiscal 
and monetary policies is the position of the economy on the 
aggregate supply curve. İF economy operates on horizontal 
region of AS curve, the dominant effect of expansionary 
policies vvill be on production vvhile the effect to increase the 
prices is limited. If the mafority of firms in the economy fully 
use their production capacity, the economy vvill be located on 
steeper part of AS curve. İn this case, the dominant effect of 
expansionary fiscal and monetary policies vvill be on the prices 
vvhile their effects on production are limited. 


Understanding the general characteristics of inflation 
phenomenon and list the types of inflation. 


İt is necessary to make a distinction betvveen one-time price 
increase and continuous price increases. "he factors that cause 
aggregate demand curve to shift right and aggregate suppİy 
curve to shift left create one-time price increase. İt is generally 
accepted among economists that continuously increasing 
money suppİy İies behind continuously increasing prices. 


Inflation caused by increasing aggregate demand is called as 
demand-pull inflation vvhile inflation caused by cost increases 
is knovvn as cost-push inflation. 


In order to keep interest rates constant if central bank follovvs 
an expansionary monetary policy by accommodating to 
expansionary fiscal policy, it vvill be the only reason that creates 
inflation (or, in other terms, converts one-time price increase to 
inflationary process). 
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VVhich of the follovving is a factor that leads 
to a negative relationship betvveen the general price 
level and the quantity of production? 


a, Money supply 

b. Employment level 
c. Capital stock 

d. Interest rate 

e, Idle capacity 


VVhich of the follovving causes aggregate 
demand curve to shift leftvvard? 


a. İncrease in public spending 
b. Decrease in taxes 

c, Decrease in money supply 
d. Increase in prices 

e, Decrease in unemployment 


ki VVhich of the follovving causes the aggregate 
demand curve to shift rightvard? 


a, Decrease in public spending 


b. Increase in taxes 
c 


. İncrease in money supply 
d. Decrease in prices 
e. İncrease in unemployment 


il VVhich of the follovving is one of the factors 
affecting the shift of the aggregate supply curve to 
the left? 


a, Decrease in oil prices 

b. Increase in ravv material prices 
c. Appropriate vveather conditions 
d. Grovvth of the economy 

e. İncrease in investment gap 


İİ VVhich of the follovving is one of the factors 
affecting the shift of the aggregate supply curve to 
the right? 


a, Rise in oil prices 

b. Rise in ravv material prices 
c. Decline in vvages 

d. Earthquake 

e. Outbreak ofvvar 


nu VVhich of the follovving policies has an 
enhancing effect on production in an economy 
vvhile underemployment is present? 


a, Reducing money supplİy 

b. Raising money supply 

c. Reduction of government expenditure 
d. Increasing taxes 

e. İncreasing fees 


EZ VVhat are the economic shocks resulting in 
high inflation and lovv income? 


a. Inflation 
b. Deflation 
c. Recession 


d. Stagflation 


e. Stagnation 


kö VVhich policy is causing the increase in prices 
in an economy at full employment level? 

a, Reducing money supply 

b. Decreasing government expenditure 

c. İncreasing taxes 

d. Increasing fees 

e. İncreasing government expenditure 


01 VVhich of the follovving is not one of the 


reasons for demand-pulİ inflation? 


a, İncrease in money supply 
b. Increase in 
expenditures 


autonomous consumption 


c. İncrease in public spending 
d. Decreasing taxes 
€, İncrease in costs 


VVhich of the follovving is the main reason 


for the continuing inflation of an economy? 


a, Decrease in interest rate 

b. Increase in money supply 

c. Variability in the capacity utilization rate 
d. Variability in unemployment rate 

e. Decrease in the openness of the economy 
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Suggested Ansvvers for “Your Turn” 
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If your ansvver is incorrect, revievv 
“Aggregate Demand Curve” 


If your ansvver is incorrect, revievv “Shifts 
in Aggregate Demand Curve” 


If your ansvver is incorrect, revievv “Shifts 
in Aggregate Demand Curve” 


Ifyour ansveer is incorrect, revievv “Shifts in 
Aggregate Supply Curve in the Short-run” 


Ifyour ansvver is incorrect, revievv “Shifts in 
Aggregate Supply Curve in the Short-run” 


your turn 1 


The chart on the right shovvs the trend of the 


monthiy industrial capacity utilization rates in 


Turkey in 2007-2017 period. Given that the 
industrial sector is the driving force of the 


economy, discuss the movement of the Turkish 


economy on the aggregate supply curve. 


your turn x 


Analyze the effects of expansionary and contractionary 
economic policies on prices and production vvith the 
help of the aggregate demand curve. 


90,00 


80.00 


70,00 


60,00 


50.00 


Ifyour ansvver is incorrect, revievv “Changes 
in the Equilibrium Price Level” 


If your ansvver is incorrect, revievv “Cost- 
Push Tnflation” 


If your ansvver is incorrect, revievv 
“Demand-Pull Inflation” 
If your ansvver is incorrect, revievv 


“Demand-Pull Inflation” 


If your ansvver is incorrect, revievv “Money 
Supply and Inflation” 


Expansionary economic policies shift the AD curve to the right. As a result, 
there is an increase in general price level and production level, 
Contractionary economic policies shift the AD curve to the left. As a result, 
there is a decrease in general price level and output level, 


Capacity Utilization Rate 


"The declining capacity utilization rate in 2008-2009 period shovvs us that the 
economy is on the lovver part of AS curve. “İhe capacity utilization rate after 2009 
increased to around 75906 and continued to stay at these İlevels until the third 
quarter of 2016. These levels are expressed by the upper regions of AS curve. 
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Discuss the situation in vvhich price level is stable (does 
not change), but economy is grovving vvith a stable rate. 


"The AD and AS curves should shift equally to the right so that the general 
price level does not change but the economy grovvs. This also implies an 
increase in the potential GDP of the economy. You can see this by examining 
the figure belovv-. 


your turn 3 


“URL no, 10) SVMƏMSUV pəşsəbBns 


İn an economy vvhere inflation is 596, hovv to 
implement an economic policy that vvill affect 
aggregate demand to reach 296 of inflation, 
the level of price stability? 


In this case, the central bank is expected to reduce the expenditures of the 
economic agents by follovving the restrictive monetary policy. Such a policy, 
independent of the price level, vvill affect the shift of the aggregate demand 
curve to the left. Assuming inflation at the beginning equilibrium is 506, the 
shift in the aggregate demand curve vvill reduce prices and inflation vvill be 
200. VVe can see this situation through the follovving figure. 


. your turn 4. 


Aggregate Demand-Aggregate Supply Analysıs and Economic Süability 


Turkey suffers from inflation problem for at least 
25 years. Turkish inflation rates have varied vvithin 


the range of 12096 - 596 during this period. As you () 


learned above, vve indicated that money suppİiy 
is the only reason for that process. İn this your 
tur section, vve demand that you reach the latest 007 


Policy 
data on inflation and money suppiy (M1). Can tə 


you confirm the theoretical explanation about the 
relationship betvveen the inflation and the quantity 
of money in Turkish economy? 


"The follovving graph shovvs the annual percentage changes in M1 money 
suppİy and consumer price index during 1950 — 2016 period in Turkey. At 
the first glance it is clear that there is positive association betvveen the change 
in MI and the change in CPI (in other terms the change vvithin the same 
direction). Hovvever, if you examine the graph carefully, this association is 
more clear and stronger during the high inflation episodes starting from late 
70s up to end of 90s. Therefore, vve can conclude that high inflation rates are 
the result of high monetary expansions in Turkish case. 
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INTRODUCTION 


VVe are all living vvithin a global economy in 
vvhich the international transactions take the biggest 
portion of your economic activities. Consider an 
ordinary day of yourself. In your daily routine, you 
go to your vvork by your famous brand car. You 
probably have a cup of coffee vvhile you are trying 
to concentrate on your vvork. You use a computer 
at your office. You may prefer to have a hamburger 
in one of the famous burger chains for a quick 
lunch. You may exchange some amount of your 
national currency savings vvith a foreign currency 
during your lunch break. İn the evening, you go to 
a supermarket and buy foodstuffis vvhich you need. 
In this daily routine, most of us are probably not 
avvare of the volume of our international economic 
transactions. Hovvever, the vvorld is getting smaller 
and smaller in con/unction vvith the increased 
speed and quality of transportation. People buy 
and sell their commodities, services and financial 
assets at the international markets easily. Thus the 
usage of international commodities and services as 
vvell as financial markets have been tremendouslİy 
increasing. Due to explicit increase in international 
transactions, international economics have acquired 
a broader part and an increased importance vvithin 
the science of economics. In this chapter, the 
basics of international economics are introduced 
and briefly examined. In the first part, the 
importance and scope of international economics 
are given. At the second part, international 
trade theory is examined in a nuthsell. At the 
next part, international trade policy is analyzed, 
taking into consider the international initiatives 
to combat vvith protectionism. At the forth part, 
foreign exchange rates, foreign exchange market 
and foreign exchange rate system are elaborated 
concisely. At the final part, balance of payments is 
analyzed vvith a short glance at the principles, main 
accounts and functioning. 


THE IMPORTANCE AND 
SCOPE OF INTERNATIONAL 
ECONOMICS 


Certainly, the importance and scope of 
international economics deserve a separate 
examination. “Thus, these tvvo distinctive topics are 
brielfy elaborated into tvvo sub-titles. 


The lmportance of international 
Economics 


VVhat is the motive behind these international 
economic transactions? V/hy do firms export 
their commodities? Can the unique motive for 
an exporting firm be to meet the demand of the 
consumers vvho live in a foreign country? VVhy does 
a country import a particular commodity instead 
of producing it? VVhy do the firms, governments 
and even ordinary people prefer to have foreign 
assets as vvell as national savings? "İhe ansvver is very 
simple: "hey are doing international economic 
transactions in order to gain. Consumers gain by 
meeting their demands vvith a İovver price and 
higher quality variety of commoditles. Producers 
gain by producing for a larger market vvith increased 
competition. Investors gain by choosing the most 
profitable investment from all around the globe. 


İmport is a commodity or a service 


purchased from foreign sources. 


Export is a commodity or a service sold to 


foreign buyers. 


VVhydovve makeaseparate study ofinternational 
economics vvithin the science of economics? The 
ansvver is that the environment of the economic 
transactions is affected by many different national 
and international variables. For a proper analysis 
of an international transaction, these variables 
vvhich are not subyect to the national economic 
transactions should be taken into examination. 
For example: under the simplifying assumptions, 
a domestic market in an open economy vvill be 
affected by an international trade restriction. By 
virtue of this trade restriction, domestic price in 
this market vvill increase leading to an increase in 
domestic suppİy and decrease in domestic demand. 
Another example might be given for a foreign 
exchange rate: İnternational trade of a country vvill 
be affected by an increase or decrease of the exchange 
rate, Many other examples can be given in order to 
express the broader environment and many other 
variables that affect the international economic 
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transactions. “Thus, they should be analyzed under 
a separate study, namely international economics. 


Last but not least, international economic 
transactions affect the general equilibrium of an 
economy. The main aim of the economic policies 
is to attain the internal equilibrium and external 
equilibrium at the same time. The concurrent 
equilibrium of the internal and external equilibrium 
is called general equilibriuum ofan economy. İnternal 
equilibrium refers to full employment vvith price 
stability. On the other hand, external equilibrium 


refers to equilibrium in the balance of payments. 


General Equilibrium refers to the situation 
of concurrent equilibrium of the internal 
and external balance of an economy. 


Internal Equilibrium refers to the full 


employment of economy vvith price 


stability. 


Extemal Equilibrium refers to the balance 
of payments equilibrium. 


General equilibrium is determined by the 
implementation of tvvo economic policies: (7/ 
expenditure-changing policies, (2) expenditure- 
svvitching policies. In other vvords, internal 
equilibrium and external equilibrium is achieved 
by an effective implementation of the expenditure- 
changing and expenditure-svvitching policies. 


Expenditure-changing policies are the 
fiscal and monetary policies vyhich change 
the volume of the total expenditure. 


Expenditure-svvitching policies are the 


policies vvhich svvitch the total expenditure 
from imported commoditles to domestic 
commodities or ?/ce zersa, 


15O 


Expenditure-changing policies are the fiscal 
and monetary policies that are used to change the 
volume of the total expenditure. "The instruments 
of the fiscal policy are the public expenditure and 
taxes. On the other hand, the instruments of the 
monetary policy are the open market operations, 
reserve requirements and discount rates. 


Expenditure-svvitching policies are the policies 
vvhich change the total expenditure in the expense of 
imports or domestic commodities. "Ihe instruments 
of the expenditure-svvitching policies are the trade 
restrictions, foreign exchange controls, devaluations 
and revaluations. You have already İearned hovv fiscal 
and monetary policies affect the general equilibrium 
of an economy by using aggregate expenditure 
and AD — AS analyses in chapters 4 through 6. In 
this chapter vve vvill introduce above mentioned 
international trade policy related tools to other 
policy tools vve have already İlearned. 


Scope of international Economics: 
İnternational Trade and 
İnternational Finance 


VVe have already elaborated the importance of 
international economics. Then, its time to clarify 
the scope and the specific areas of interest of 
international economics. İnternational economics 
consist of tvvo main parts: İnternational trade 
and international finance, or in other vvords, 
international monetary transactions. İnternational 
trade refers to the real side of international 
economics because the analysis of international 
trade is performed in real terms vvithout taking 
into account the effects of money, interest rates 
and exchange rates. The discussions are made 
in terms of relative commodity prices. On the 
other hand, international finance refers to the 
monetary side of international economics. İn 
this part of international economics, money is 
explicitly brought into the analysis. "The prices 
are expressed in terms of domestic and foreign 
currencies. İn this chapter, international economics 
is briefly examined by respecting to this division of 
international trade and international finance. 


The main motive for international trade is to 
increase the economic gains or benefits not only 
for the individuals but also for the vvhole society. At 
this point, some critical questions arise: Hovv does 
international trade increase the economic gains of 
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the trade partners? Hovv are these economic gains shared? VVhat are the vvelfare effects of international 
trade? İnternational trade theories ansvver these questions. "The common assumption of the theories is that 
international trade increases the vvelfare via specialization in the most effective production and exchange 
referring to exports and imports. 


VVhen the imports and exports 
Of a country are examined, it 
vvould probably be surprising 
to notice that country imports 
the commodittes vvhich it could 
produce by itself. So, vvhy do this 
country imports the commodity 
instead of producing at home? 
"The ansvver is simple: A country 
cannot produce everything 
because its economic resources are 
İlmited. Thus it should produce 
the most effective commodities. Such a concentration on the most effective commodittes and production 
vvould lead to specialization and specialization increases the total output and vvelfare. 


o. 
your turn 


Find the latest data on foreign 
trade of Türkey and take note 
the volume of some basic 
components. Hovr is the general 
outlook of external trade of 
Turkey? 


INTERNATIONAL TRADE THEORY 


International trade vvhich has deeply penetrated to our ordinary daily life has a comprehensive theory 
dating back to the seventeenth century. Starting vvith the economic philosophy called mercantilism, the 
international trade theory seeks to respond the basis for and the pattern of international trade betvveen the 
trading countries and the economic gains of the trading countries from international trade. 


In order to understand the economic gains from international trade, 
vve assume a hypothetical vvorld vvith tvvo countries, namely Szzz/ezzal 
and Zəğelandl. So as to provide simplicity for the analysis, it is assumed 
that the countries are producing only tvvo commodities, corzz and zo/eel 
under increasing opportunity costs. First of all, the autarky equilibrium 
in both countries are examined at the Figure 7.1. Then, the production and consumption effects of the 
international trade betvveen them are analyzed. 


Autarky is the absence of 
international trade. 


Pe/Pu, (Psunland) 


Pe/Py, (Plaketand) 


Corn Corn 
Panel (a) Panel (b) 
Sunland Lakeland 


Figure 7.1 Production and Consumption Possibilities in Autarky 


Figure 7.1 displays the production and consumption possibilities of the tvvo countries in autarky. 
VVhen the Panel (a) of the Figure 7.1 is examined, it is understood that the autarky relative commodity 
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price in Sunland is ?/?,, vhich can be referred to Zyz/zzzdl as vvell, 4“ .—.. 

At this autarky relative price level, Sunland produces and consumes e 

at point A. On the other hand, Panel (b) of the Figure shovvs that At the autarky, production and 
the autarky relative commodity price in Lakeland is ?//?,, vvhich can “onsumprion points are he 

be referred to ?/ zezəy At this autarky relative price level, Lakeland 
produces and consumes at point B. 


At the autarky, production possibilities frontier (PPF) and the 
consumption possibilities frontier (CPF) of a country are identical, In other vvords, production and 
consumption points are the same and they are both on the same frontier. İt is impossible to consume at an outer 
point of the PPE Nevertheless, international trade enables consumers to consume at a point vvhich is outer than 
the PPE İt means that the CPF ofa country is at an outer level than its PPF vvith international trade. 


same and they are both on the 
production possibilities frontier. 


Consumption possibilities frontier (CPF) is also 


Production possibilities frontier (PPF) is referred to budget line. Consumption possibilities 


the boundary betvveen those combinations frontier or the budget line describes the limits to the 


ofeomimedidesandısences-dhab can be consumption choices of a household. In international 


economics, it defines the consumption choices ofa 


produced and those that cannot. 


country under the given relative prices. 


Corn Corn 
Panel (a) Panel (b) 
Sunland Lakeland 


Figure 7.2 Production and Consumption Possibilities vvith International Trade 


VVhen Panel (a) of the Figure 7.2 is carefully examined, it is understood that Sunland produces 
at A” vvith international trade vvhich gives a different combination of production. In other vvords, the 
quantity of corn and vvheel production changes vvith international trade. This nevv production point 
is determined by the international relative commodity price, ?, , Moreover the point of consumption 
changes vvith international trade. The nevv consumption point is M vvhich is on the ?, It is clear that the 
consumers in Sunland may consume at a point vvhich is not 
on the PPE The P,,, is the nevv CPF for Sunland. Sunlands 4 important 
consumption possibilities exceed its production possibilities ə 
vvith international trade. İncreased consumption possibilities 


i : i i Country/s consumption possibilities 
mean higher consumption satisfaction for the consumer. 


exceed its production possibilities vvith 
Panel (b) of the Figure 7.2 displays a different combination international trade leading to a higher 

of production at point 5” for Lakeland. Thats because of çonsumption satisfaction to the consumer. 

international trade. This nevv production point is determined 
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by the international relative commodity price, ?,, 
As in Sunland, the point of consumption changes 
vvith international trade. The nevv consumption 
point is N vvhich is on the ?,,. The ?,, is me 
nevv CPF for Lakeland. Lakelands consumption 
possibilities exceed its production possibilities vvith 
international trade leading to a higher consumption 
satisfaction for the consumer. Positive economic 
effects of international trade and the economic gains 
of the trading countries are explicitly examined 
vvhen analyzing the international trade theories. 


Terms of Trade 


"The terms of trade ofa country are defined as the 
ratio of the price of its export commodity to the price 
of its import commodity. İn our hypothetical vvorld 
of tvyo countries and tvvo commodities, the exports 
of a country are the imports of its trade partner. 
"Thus, the terms of trade of the latter are equal to 
the inverse or reciprocal, of the terms of trade of 
the former. If vve take our hypothetical vvorld vvith 
Sunland and Lakeland as an example, 7?/7?,, is the 
terms of trade of Sunland since it gives the ratio of 
the price of its export commodity, corn to the price 
of its import commodity, vyheel, On the other hand, 
P/P, is the terms of trade of Lakeland since it gives 
the ratio of the price of its export commodity, vvheel 
to the price of its import commodity, corn. 


In arealisticvvorld ofmany traded commodities, 
the terms of trade of a country are given by the 
ratio of the price index of its exports to the price 
index of its imports. The ratio is usually multiplied 
by hundred in order to express the terms of trade 
in percentages. 


Terms of trade is the ratio of the export price 


index of a county to its import price index. 


Eariy Trade Theories 


İt is acknovvledged that economics as a science 
is born vvith the publication of the famous book 
of Adam Smith in 1776, entitled 7/2e VVea/2 of 
Nations. Nevertheless, the essays and vvritings 
about economics precede the publication of the 
distinguished book of Smith. These early vvritings are 
mostly on international trade. "Ihus, international 
trade is presumed as the precursor of economics. 


"The essays and vvritings 
vvhich precede the Smiths 
theory of absolute advantage 
are mostly the vievvs 
and explanations of the 
merchants, government 
officials, bankers and 
businessmen. As vve shortly 
discussed in Chapter 4, 
these studies are advocated 
an economic philosophy, 
called mercantilism. 
Mercantilists argue that the vvay for a country to 
become povverful and rich is to export more but 
import less. Such a policy entails a protectionist 
trade policy. 


Picture 7.1 Adam 
Smith (1723-1790) 


Mercantilism acknovvledged international 
trade as a zero-sum game. İt means that vvith 
international trade a country can gain in the 
expense of its trade partner. According to Adam 
Smith, mutually beneficial trade can take place 
vvith absolute advantage. 


In this respect, the earliest international trade 
theory that proves a mutualİy beneficial trade is 
the theory of Adam Smith, namely the theory 
of absolute advantage. The theory of absolute 
advantage postulates that if a country produces 
only the commodity that it can produce most 
eflicientİy and exchanges part of its output for the 
other commodittes it demands, it vvould maximize 
its total output and vvelfare of its individuals. 


Theory of absolute advantage postulates that if a 
country produces only the commodity that it can 
produce most efficiently and exchanges part of its 
output for the other commodities it demands, it 

vvould maximizc its total output and vvelfare of its 


individuals. 


Table 7.3 Theory of Absolute Advantage 


SİTTİLTiT Lakeland 


Com nən 108012.) 


VVheel A 
(item/hour) 
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In order to examine the theory of absolute 
advantage, vve vvill continue to use our hypothetical 
vvorld vvith tvvo countries, namely Sunland and 
Lakeland and tvvo commodities, corn and vvheel, 
The theory of absolute advantage is simply 
illustrated at Table 1. Sunland has an absolute 
advantage in the production of corn because it can 
produce 8 kg corns in one hour vvhile Lakeland can 
produce only 2 kg, On the other hand, Lakeland 
has an absolute advantage in the production of 
vvheel because it can produce 6 kg corns in one 
hour vvhile Sunland can produce only 4 kg, The 
theory of absolute advantage enables countries to 
have a mutual benefit from trading. If Sunland 
specializes in the production of corn, exports its 
surplus to Lakeland and Lakeland specializes in 
the production of vvheel, exports its surplus to 
Sunland, both counties vvill mutually gain. 


VVhat vvill happen if a country have an absolute 
advantage in both commodities? "There vvill not 
be a basis for mutually beneficial trade based on 
the theory of absolute advantage. İn this case, the 
mutually beneficial trade 
is explained by the £/eory 
of compbarative adıantağc. 
İt is the theory of Öəzöz 
Ricardo. His theory does 
not refect the theory of 
absolute advantage but 
instead complements it. So 
as to analyze the theory of 
comparative advantage, vve 
can simpİy change the data 
of the previous table. 


Picture 7.2 David 
Ricardo (1772-1823) 


Table 7.2. Theory of Comparative Advantage 


—— Sunland. Lakeland , 
Corn (kg/hour) 8 2 

VVheel : 
(item/hour) : L : 


According to the Table 7.2, Sunland has an 
absolute advantage in both corn and vvheel, Based 
on the theory of absolute advantage, there vvill be 
no trade betvveen Sunland and Lakeland. According 
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to the theory of comparative advantage, even if one 
country is less efficient than the other country in 
the production of both commodities, there is still 
a basis for mutually beneficial trade. The absolute 
disadvantaged country should specialize in the 
production of the commodity in vvhich its absolute 
disadvantage is smaller (it is the commodity of its 
comparative advantage) and export its surplus to 
the other country then, import the commodity in 
vvhich its absolute disadvantage is greater (it is the 
commodity of its comparative disadvantage). 


VVe can determine the comparative advantage of 
Lakeland by comparing the absolute disadvantages 
in the production of corn and vvheel, For Lakeland, 
the absolute disadvantage in corn production (8:2 
- 4) is greater than the absolute disadvantage in 
vvheel production (10:6 1,6). In other vvords, 
the absolute disadvantage is smaller in vvheel 
production for Lakeland, meaning that Lakeland 
has a comparative advantage in the production 
of vyheel, In this case, Sunland has a comparative 
advantage in the production of corn. According 
to the theory of comparative advantage, there is a 
basis for mutually beneficial trade both for Sunland 
and Lakeland. 


"The theory of absolute advantage and the theory 
of comparative advantage are criticized for being 
supply oriented. After the addition of demand 
by the standard theory of international trade, the 
analysis became more realistic. The demand is 
exhibited by the community indifference curves 
vvhile the supply is represented by the PPFs. "Ihus, 
the standard theory of international trade has been 
introduced. "The standard theory of international 
trade provides a simple ground to analyze the basis 
for and the gains from international trade 


“4 important 


ö 
Before going further, vve strongİy 
suggest to revfevv the indifference 
curve concept introduced in 
Chapter 3 of your İntroduction 
to Economics 1 book. 
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Corn 


Panel (a) 
Sunland 


Pe/Pu, (Plakeland) 
Corn 

Panel (b) 

Lakeland 


Figure 7.3 Standard Theory of International Trade 


"The basis for and the gains from international trade 
is analyzed by the standard theory of international 
trade at Figure 7.5. VVhen the autarky prices of the 
tvvo countries, (2/7?) Pək and (Də pa 
are compared, it is understood that Sunland has a 
comparative advantage in corn because its relative 
price is cheaper in Sunland than in Lakeland. İt means 
that Sunland should specialize in the production of 
corn, export its corn surplus to Lakeland and import 
vvheel from Lakeland in vvhich it has a comparative 
disadvantage. On the other hand, Lakeland has a 
comparative advantage in the production of vvheel 
because its relative price is cheaper in Lakeland than 
in Sunland. İt means that Lakeland should specialize 
in the production of vvheel, export its vvheel surplus 
to Sunland and import corn from Sunland in vvhich 
it has a comparative disadvantage. İt should be kept 
in mind that as İong as there is a difference in autarky 
prices in the trading countries, there is also a basis for 
a mutually beneficial international trade. 


Due to the specialization based on comparative 
advantage and exchange (international trade), 
the production and 
consumption points 4 important 
are changed vvith ö 
international trade in 
both countries. Panel 
(a) of the Figure 7.5 
exhibits that vvith 
international trade, 
Sunland produces at 
A” instead of A and 
consumes at M instead 


"The basis for a mutually 
beneficial international 
trade is the existence ofa 
difference in the relative 
commodity prices in 


autarky. 


of A, Point M represents a higher level of standard 
of living than point A. Sunland reaches a higher 
standard of living and an increased vvelfare vvith 
international trade. Panel (b) of the same Figure 
displays that Lakeland produces at 5” instead of B 
and consumes at N instead of B. Point N represents 
a higher level of standard of living than point B. 
Lakeland reaches a higher standard of living and 
an increased vvelfare vvith international trade. 
As a conclusion, all the other conditions being 
constant, it vvould be impossible for both countries 
to reach such a higher standard of living vvithout 
international trade. 


Exchange refers to international trade. 


"The standard theory of international trade does 
not explain the reason of the differences in the 
relative commodity prices in autarky. This vveakness 
of the standard theory is accomplished by the 
Heckscher-Ohlin theory. The Heckscher-Ohlin 
theory explains the reason of the differences in the 
relative commodity prices in autarky by using the 
factor intensity and factor abundance. 


Heckscher-Ohlin theory is the 
international trade theory developed by 


tvvo Svvedish economists, Eli Heckscher and 
Bertil Ohlin. 
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Factor abundance is the factor of 


Factor intensity refers to intensity of th: : : uz 
ə. production vvhich exists in a greater 


factors of pr i i i : : : : 
actors of production used in the production proportion and vvith a relatively lovver price 


of a certain commodity. 


in one country than the other country. 


In our hypothetical vvorld of tvvo countries and tvvo commodities, vvheel is the capital-intensive 
commodity if the capital-labor ratio (K/L) used in the production of vvheel is greater than the K/L used in 
the production of corn. On the other hand, corn is the labor-intensive commodity if the labor-capital ratio 
(L/K) used in the production of corn is greater than the L/K used in the production of vvheel, The factor 
intensity of the tvvo commodities are belovv: 


e (KVL) used in the production of vvheel s (K/L) used in the production of corn —” vvheel is capital 

intensive. 

e (L/K) used in the production of corn 5 (L/K) used in the production of vvheel ” corn is labor 

intensive. 

Factor abundance is expressed in terms of relative factor prices. In our hypothetical vvorİd oftvvo countries 
and tvvo commodities, Lakeland is the capital-abundant country if the ratio of the rental price of capital to 
the price of labor time (/7?,./?)) is lovver in Lakeland than in Sunland. On the other hand, Sunland is the 
labor-abundant country if the ratio of the price of labor time to the rental price of capital (7?//?A) is lovver in 
Sunland than in Lakeland. "The factor abundance of the tvvo countries are expressed belovv: 


(P,/Py) in Lakeland - (?,/?)) in Sunland ” Lakeland is capital abundant. 

"— (P//PO in Sunland - (?//?Ç) in Lakeland — Sunland is labor abundant. 

Along vvith the factor intensity and factor abundance data derived from the Heckscher-Ohlin theory, 
vve determine that Lakeland has a comparative advantage in corn vvhile Sunland has a comparative 
advantage in vvheel, VVhen Lakeland specializes in the production of vvheel and exports its vvheel surplus 
to Sunland, it vvill gain due to increased standard of living. On the other hand, vvhen Sunland specializes 
in the production of corn and exports its corn surplus to Sunland, it vvill gain due to increased standard of 
İiving. This conclusion gives not only the gains of both countries from international trade but also explains 
the reason of the differences in the relative commodity prices in autarky. 


Nev/ Trade Theories Economiers of scale exist vvhen the cost of 


"The theories vvhich are proved after the Heckscher- producing a unit ofa commodity falls as its 
Ohlin theory are knovvn as the nevv trade theories. These output rate increases. In other vvords, it features 
are the theories that compensate the vveaknesses of the i ofa firms technology that leads to a falling long 
previous ones and explain the international trade in a İ run average cost as output increases. 
more realistic vvay. The nevv trade theories base a great 
deal of international trade flovvs on differences in the 
development and spread of nevv technologies among the 
countries, economies ofscaleand imperfectcompetition. 
"These are the facts vvhich the early trade theories did not 
take into consideration. Nevertheless, it should be noted 
that the nevv theories are the complementary theories 
vvhich do not refect the early trade theories. İnstead, they “4 important 
improve them by adding nevv assumptions. ə 


Nevv trade theories do not refect the early 


Imperfect competition is a type of market 
structure shovving some but not all the 


features of perfect competition. 


Early trade theories assume that the trading countries 
use the same technology in production. İt is obvious that 
this assumption is not a realistic one in todays vvorld. 
"The differences in the level and the usage of technology 
can even be a basis of the comparative advantage today. 


trade theories. They adapt them to the 
real economic conditions by taking into 
consideration some up-to-dated assumptions. 
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"Thus, nevv trade theories are improved so as to 
explain international trade vvhich depends on the 
technology differences among countries. 


One of the assumptions of the early trade 
theories is that there is constant returns to scale in 
production. Hovvever, international trade can also 
be based on increasing returns to scale. Nevv trade 
theories examine the effects of increasing returns 
to scale, or in other vvords, the positive economies 
of scale on international trade. 


Constant returns to scale gives a constant 


long run average cost of a firm as output 


increases. Constant returns to scale occur if 
the percentage increase in output equals the 
percentage increase in inputs. 


Increasing returns to scale occur vvhen the 
percentage increase in output exceeds the 
percentage increase in all inputs, vvith given 
input prices. 


Early trade theories presume that there is 
perfect competition in the commodity markets. 
Nevertheless, perfect competition defines the ideal 
and extreme type of a market structure. İn the real 
vvorld, vve often meet imperfect competition in 
commodity markets. Nevv trade theories extent the 
analysis through imperfect competitive markets. 


Perfect competition is a market in vvhich 


there are many firms each selling an identical 
commodity: there are many buyers: there are 
no restrictions on entry into and exit from 
the industry: firms in the industry have no 
advantage over potential nevv entrants: firms 
and buyers are vvell informed about the price 
of the commodity that each firm is produced. 


Moreover, nevv trade theories also examine the 
effects of transportation on the international trade 
vvhich vvere not taken into consideration by the 
early trade theories. Nevv trade theories have been 
evolving so as to respond to the requirements and 
dynamics of international trade. 


As a concluding mark, one point should be 
mentioned explicitly: Early trade theories as vvell 
as nevv trade theories postulate that international 
trade increases the standard of living, and thus, 
the vvelfare of the trading countries under 
the assumption of free trade. In other vvords, 
international trade theory as a vvhole assumes a 
vvorİld vvithout any restrictions on free trade and 
examines the economic effects of international 
trade under free trade circumstances. 


Hovvever, countries impose trade restrictions on 
their international trade in spite of the theoretical 
negative consequences. VVhy do countries restrict 
their international trade? This question is ansvvered 
at the İnternational "Trade Policy part of our 
Chapter. 


s 
your turn 


Is free trade advantageous to 
the least developed countries? 


INTERNATIONAL TRADE POLICY 


Although the international trade theory proves the economic advantages of free trade, countries 
continue to restrict their trade. Then, vve should ansvver the questions of vvhy? And hovv? 


First of all, vve have to explain the main reasons of the imposition of trade restrictions. Traditionally, 
countries restrict their international trade due to tvvo main reasons/aims: To protect domestic producers and 
to collect revenue to the treasury. These tvvo reasons/aims are referred to traditional trade restriction aims. 
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Traditional trade restriction aims refer 
to protecting domestic producers and 


collecting revenue to the treasury. 


Countries restrict their international trade by 
using restrictive trade instruments. Restrictive trade 
instruments are examined into tvvo groups: Tarifis 
and non-tariff restrictions. A tariff is a tax or duty 
levied on the traded commodity as it crosses a 
national boundary. A non-tariff restriction is any 
action other than a tarif that restricts international 
trade. Non-tariff restrictions can be classified into 
three different categories: 


(1) Non-tariff restrictions imbosed on imporis: 
İmport quotas, import licenses, import 
bans, customs procedures, administrative 
fees and duties. This category of non-tariff 
restrictions are the 47-Z2e Zordler restrictions. 

(2) Non-tariff restrictions imposedl on exporis: 
Export subsidies, voluntary export 
restraints, export bans, export quotas. This 
category of non-tarifT restrictions are the 
at-the border restrictions. 

(3) Non-tariff restrictions imposed in the national 
economy: Health standards, sanitary and 
phyto-sanitary standards, environmental 
standards, labor standards, product 
standards, production subsidies, internal 
charges, etc. This category of non-tariff 
restrictions are the 2e//ra-z)e border 


restrictions. 
Price ($) 
Pu” 8 
P 10 


3 Z 15 


Lakeland 


Tariff is a tax or a duty levied on the traded 
commodity as it crosses a national boundary. 


Non-tariff restriction is any action other 
than a tariff that restricts international trade. 


It is a barrier resulting from a prohibition, 


condition or a specific market requirement 
that makes importation or exportation of a 
commodity costly or difficult. 


A tariff on imported commodities make them 
more expensive for domestic consumers. Domestic 
price ofa commodity increases vvith the tariff. Thus, 
the imported commodities are less preferred at the 
domestic market. In other vvords, they İose their 
competitiveness. VVith the imposition of a tariff, 
tvvo traditional trade restriction aims are attained: 
Protection of domestic producers and collection of 
revenue. Economic effects of an import tariff are 
simply shovvn at the Figure 7.4. 


Using our hypothetical example, vve assume 
that Lakeland imposes an import tariff on its corn 
imports. Before imposing import tariff, domestic 
price in the corn marhket vvas the free trade vvorİld 
price, 10 dollars. VVith this price, the producers 
in Lakeland vvere producing 3 tons of corn, the 
consumers vvere consuming 21 tons of corn and 
corn imports of the country vvere 18 tons (21 


Tariff revenue 


Quantity of Corn (ton) 
21 


Figure 7.4. Economic Effects of an lmport Tariff 
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tons — 3 tons). After imposing the import tarifi, 
domestic price increases from 10 dollars to 18 
dollars, the domestic corn producers increase their 
production from 3 tons to 7 tons. The production 
increase is due to the domestic price increase by 
the import tariff. İt provides a protection for the 
domestic corn producers, and thus, it gives one of 
the traditional trade restriction aims, namely the 
brotection of dlomestic broducers. 


Nevertheless, the domestic consumers decrease 
their corn consumption from 21 tons to 15 tons 
because of the domestic price increase. "The domestic 
producers are protected in the expense of domestic 
consumers. The corn imports decreased from 18 tons 
to 8 tons (15 tons — 7 tons). "The shaded area gives 
the tariff revenue, and thus, it displays the other trade 
restriction aim, namely the co//zcz/oz of vevenue. 


Tariffs have been historically the mostimportant 
type of trade restriction. VVhen vve read about the 
history of international trade, vve meet the tarifis as 
the mostly used trade restriction. Hovvever, it is not 
a preferred type of trade restriction today. Tarifis 
have been reduced since the signing of the General 


Agreement on Tariffs and Trade (GATT) in 1947. 


"The GATT organized a series of negotiations, 
knovyn as £razdle rounds that resulted  tariff 
reductions in a steady vvay. Uruguay Round is the 
most vvell-knovvn zraz/e zozndl because it led to the 
establishment of the VVorld "Trade Organization 
(NVTO) in 1995. Today, VVTO is responsible 
for the global trade rules. Although it has many 
agreements to regulate the global trade, the main 
agreement is still the GATT vvhich consists of 
rules on commodity trade. "The VVTO agreements 
not only cover commodity trade but also services 
trade and intellectual property rights. They set the 
principles of making a freer trade and the permitted 
exceptions. They include the commitments of 
countries to lovver the import tarifİs and other 
trade restrictions. 


GATT is the General Agreement on 
Tariffs and Trade vvhich vvas signed in 


1947. It covers the rules and regulations of 
international commodity trade. 


Uruguay Round is the most vvell-knovvn trade 
round of GATT that started in 1986 and ended 
in 1994. At the Uruguay Round, the signatory 
countries decided to establish the V/TO. 


VÇTO (VVorld Trade Organization) is replaced 
by GATT on 1 lanuary 1995 vvhich had been 
in existence since 1947 as the main agreement 
regulating the international commodity 

trade, VVTO agreements do not only cover 
commodity trade but also services trade and 
intellectual property. İt has a dispute settlement 
mechanism dealing vvith the international trade 
disputes. 


The VVTO, as vvell as the GATT, has succeeded 
to reduce the tarifis. Hovvever, countries have begun 
to use non-tarifT restrictions instead of tariffs. This 
preference and increasing implementation of the 
non-tariff restrictions are mostly referred to nevv 
protectionism. İn spite of the rules and regulations 
of the VVTO, countries pretend to implement nevv 
types of non-tariff restrictions. The VVTO is not 
very efficient in preventing the usage of the non- 
tariff barriers. 


Nevv protectionism refers to usage of the 


non-tariff restrictions. 


your turn . 


VVhat are the main problems 


arising among the 
member countries? 


VVTO 
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FOREIGN EXCHANGE RATES, 
FOREIGN EXCHANGE MARKET 
AND FOREIGN EXCHANGE 
RATE SYSTEMS 


Until novv, vve have dealt vvith the real side of 
international economics. İn our analysis, money vvas 
not taken into consideration and the examination 
vvas in terms of relative commodity prices. İn this 
part of the chapter, vve are going to add money in 
our discussions and analyze the monetary side of 
international economics or simply international 
finance. First vve vvill introduce exchange rates 
and exchange rate systems. "Ihen, vve vvill examine 
balance of payments. 


Each international transaction requires the 
usage of at İeast tvvo different national currencies at 
the same time. "The price of one country3$ currency 
expressed in terms of another country currency 
is called foreign exchange rate, or simply the 
exchange rate. İn order to explain the determination 
of the exchange rate, suppose that there are only 
tvvo countries in the vvorld, the United States of 
America (USA) vvith the dollar ($) as the national 
currency and the United Kingdom (UK) vvith the 
pound (£) as the national currency. The exchange 
rate (R) betvveen the dollar and the pound is equal 
to the number of dollars needed to buy one pound: 


Foreign exchange rate is the price of one 


country currency expressed in terms of 


another countrys currency. İt is simply 
referred to exchange rate. 


R-$/£ 
For example, if R - 2, this means that tvvo 
dollars is required to buy one pound. 


Different national currencies are bought 
and sold in the foreign exchange market. "he 
foreign exchange market is the market in vvhich 
economic actors buy and sell foreign currencies or 
in other vvords, foreign exchange. "Then, vvho are 
these economic actors? Economic actors vvho are 
the participants of foreign exchange market are 
individuals, firms, international traders, foreign 
investors, commercial banks and central banks. 
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VVhat are the characteristics of the foreign 
exchange market? İn spite of some similarities, the 
characteristics of the foreign exchange market are 
different than the characteristics of the commodity 
markets. The characteristics of the foreign exchange 
market: 


(1) 7/ere is a singİc foreign exchange 
market: Due to the effective and fast 
communication netvvorks, the foreign 
exchange market for any currency, for 
example the pound, is comprised of all the 
places such as İstanbul, Tokyo, Nevv York, 
London, etc., vyhere pound is bought and 
sold for other currencies. The increased 
electronic communication and contact 
of the different countries İeads to a single 
foreign exchange market. 

(2) 7)e participanis of the foreign exchange 
market can act uythout meeting cach other: 
"The market functions electronically. In 
other vvords, the demand for and the suppİy 
of foreign currency meet electronically. 
"Thus, there is no need for the participants 
to meet for a foreign exchange. 

(3) 7)e foreign exchange market resembles to a 
pberfectly competitive market: "he foreign 
exchange market has some features of 
a perfectly competitive market of a real 
economy. “There are many buyers and 
sellers in the foreign exchange market. 
Each participant has a small market share. 
"There are no restrictions on the entry in 
and exit from the market. The participants 
are quite vvell-informed about the market. 

Hovv is the exchange rate determined? "The 

ansvver of this basic question depends on the foreign 
exchange rate system that the country implements. 
"The exchange rate is determined by the market 
demand and suppİy of the foreign currency if the 
country has flexible exchange rate system in its 
economy. On the other hand, the foreign exchange 
rate is determined by the monetary authority ofthe 
country, namely the central bank, a if the country 
has a fixed exchange rate system. 


Lets examine at the Figure 7.5, hovv exchange rate 
is determined in a country that implements flexible 
exchange rate system. Suppose that the national 
currency is dollar and the foreign currency is pound. 


İntroduction to Economics il 


R-$/£ 


1.50 


1.00 


0.50 


antity of £ /da 
0 500 . y 


Figure 7.5 The Exchange Rate under a Flexible Exchange Rate System 


"The Figure 7.5 gives the determination of the exchange 
rate in a flexible exchange rate system. At the Figure, the 
vertical axis measures the dollar price of the pound or in 
other vvords, the exchange rate (R - $/£) and the horizontal 
axis gives the quantity of pounds. The exchange rate is 1 (R 
1) vvhich is determined by the intersection of the demand 
and suppİy curves for pounds. At the intersection point of 
E, the quantity of pounds demanded and the quantity of 
pounds supplied are equal to £500 per day. The exchange 
rate at point E is referred to equilibrium exchange rate. 


Equilibrium exchange rate is the exchange 
rate determined by the intersection of the 
demand and supply curves for the foreign 
currency. 


Nominal exchange rate gives the quantity 
of the foreign currency that can be bought 


: : : by the national currency. In other vvords, 
Here, vve should clarify the difference betvveen nominal 1 "7 . 


exchange rate and real exchange rate. Nominal exchange 
rate is the rate determined by the demand and supply of 
the foreign currency. For example, the exchange rate vvhich 
is determined at the Figure 6 is the nominal exchange rate. 
"The nominal exchange rate embraces the differences, in the 
price levels of the countries, and thus, it does not reflect 
the real value of the rate. Hovvever, the real exchange rate 
is the rate that considers the price differences, or in other 
vvords, the inflation in both countries. The real exchange / Price index of the tvvo countries. 
rate is determined by the usage of the consumer price index 
in the tvvo countries. İn other vvords, the real exchange rate is the nominal exchange rate vveighted by 
the consumer price index. VVe should divide the consumer price index of the foreign country to the 
consumer price index of the domestic country, and then, multiply the division by the nominal exchange 
rate. Determination of the real exchange rate: 


nominal exchange rate is the price of one 
country currency expressed in terms of 
another country/s currency. 


Real exchange rate is the nominal 


exchange rate vveighted by the consumer 


Consumer Price Index of the Foreign Country 


— İ əə Ə ə ƏR Ra ə a Uy məm 
Renqov Nombybb 5 Qus onsumer Price Index of the Domestic Country 


or simpİy: 
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VVe can give an example for the determination 
of the real exchange rate. Suppose that the USA is 
our domestic country vvhile the UK is the foreign: 

$1-20.5 ” in2015, 

$ 1 - £ 0.8 — in 2016, 

Consumer price inflation (2016) in USA — 6906 

Consumer price inflation (2016) in UK —” 406 

Using the data above, vve can calculate the real 
exchange rate in 2016. In this example, 2015 is our 
base year so the consumer price index of 2015 vvill 
be 100 for both countries: 


Pı 
Ryaaı € E x Pa 
104 
Ryeai € 0.8x 106 
Ryeat — 0.78 


According to our calculation, the real exchange 
rate in 2016 is less than the nominal exchange 
rate. VVhile the nominal exchange rate is $ 1 - £ 
0.8, the real exchange rate vvithout the effects of 
inflation is $ 1 - £ 0.78. The analysis depending on 
the nominal exchange rate might not display the 
real instance and might be misleading. "Thus, its 
better to use the real exchange rate in economic 
analysis and policy making. 

In an economy, exchange rate can change 
depending on the economic transactions. Flexible 
exchange rate system allovvs the exchange rate 
fluctuations. In the flexible exchange rate system, 
currency depreciation is the fall in the value of 
one currency in terms of another currency. On the 
other hand, currency appreciation is the rise in the 
value of one currency in terms of another currency. 
Currency depreciation and currency appreciation 
are the terms vvhich are only used in the flexible 
exchange rate system. 


Currency depreciation is the fall in the value 


of one currency in terms of another currency 
in the flexible exchange rate system. 
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Currency appreciation is the rise in the value 


of one currency in terms of another currency 


in the flexible exchange rate system. 


“4 important 


o 
Currency depreciation and currency 
appreciation are the terms peculiar 
to the flexible exchange rate system. 


In order to give an example to currency 
appreciation, vve can use our example above. VVhile 
vve can purchase 0.5 pound vvith 1 dollar in 2015, 
vve can purchase 0.8 pound vvith 1 dollar in 2016. 
Ic shovvs that the value of dollar rises in terms of 
pound in 2016. Compared vvith 2015, dollar is 
appreciated in 2016. 


Suppose that $ 1 - £ 0.5 in 2015 and $ 1 - £ 0.3 
in 2016. VVhile vve can purchase 0.5 pound vvith 1 
dollar in 2015, vve can purchase 0.3 pound vvith 1 
dollar in 2016. It shovvs that the value of dollar falİs 
in terms of pound in 2016. Compared vvith 2015, 
dollar is depreciated in 2016. 


In a fixed exchange rate system, exchange rate 
is determined by the central bank. Central bank 
does not allovv to the exchange rate fluctuations. 
In order to keep the exchange rate fixed, it 
intervenes to the exchange rate market by using 
its foreign currency reserves. But sometimes 
due to the market forces, it can be very hard 
for the central bank to keep the exchange rate 
fixed. In this instance, central bank can decide 
for a currency devaluation or a currency 
revaluation. Currency devaluation is the fall in 
the value of one currency in terms of another 
currency by the decision of the central bank. On 
the other hand, currency revaluation is the rise 
in the value of one currency in terms of another 
currency by the decision of the central bank. 
Currency devaluation and currency revaluation 
are the terms vvhich are only used in the fixed 
exchange rate system. 
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Currency devaluation is the fall in the value 


of one currency in terms of another currency 
by the decision of the central bank. 


4“ important 


o 
Curreney devaluation and 
currency revaluation are 
the terms vvhich are only 
used in the fixed exchange 
rate system. 


BALANCE OF PAYMENTS 


Apart from the exchange rate and exchange rate 
systems, balance of payments is the other main 
component of the monetary side of international 
economics. Balance of payments (BOP) of an 
economy isasummary statementofall theeconomic 
transactions made by the foreign currency. Balance 
of payments displays the economic transactions 
recorded during a particular period of time vvhich 
is usually a calendar year. 


Balance of payments (BOD) is the 


summary statement of all the economic 


transactions made by the foreign currency. 


"The main function of the balance of payments 
is to give information to the government about 
the international situation of the country. Being 
informed about the foreign exchange transactions 
and international situation, the government decides 
on the implementation of the adequate economic 
policy. Furthermore, countries vvhich vvould like to 
trade vvith a country might consult to the balance 
of payments of this prospective trade partner to 
see its international trade situation. Last but not 
least, balance of payments data is sufficient to the 
banks, firms and individuals vvho vvould like to 
make an international transaction. "İhus, balance 
of payments provides information not only to the 


Currency revaluation is the rise in the value 
of one currency in terms of another currency 
by the decision of the central bank. 


your turn . 


VVhat is the exchange 
rate system of "Turkey? 


government but also to the trade partners, banks, 
firms and individuals of the country. 
y. 


Principles of Balance of Payments 
Accounting 


Balance of payments are recorded depending 
upon basic principles referred to balance of 
payments accounting principles. İnternational 
transactions of an economy are classifted as credits 
and debits. Credit international transactions are 
those that embrace the receipt of payments from 
foreigners. Debit international transactions are 
those that embrace the making of payments to 
foreigners. Credit international transactions are 
recorded in the balance of payments vvith a positive 
(“-) sign vvhile debit international transactions vvith 
a negative (-) sign. 


Credit international transactions are the 


international transactions that embrace the 
receipt of payments from foreigners. 


Debit international transactions are the 
international transactions that embrace the 


making of payments to foreigners. 
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4“ important 


o 
Credit international transactions are 
recorded in the balance of payments vvith a 
positive (£) sign. On the other hand, debit 
international transactions are recorded to the 
balance of payments vvith a positive (-) sign. 


"The main accounting principle of the balance 
of payments is the double-entry bookkeeping. 
It means that each international transaction is 
recorded tvvice, as a credit and a debit of an equal 
amount. VVe can give an example for a commodity 
exportation of $ 3000 of a country: 


Table 7.3 Example to the Double-Entry Bookkeeping 


Credit (-) Debit (-) 


Commodity Exports $3000 


Financial Account $3000 


At Table 7.3, vve see hovv the exportation 
of a commodity is recorded by the double- 
entry bookkeeping method. "Ihe 
credits commodity exports for $ 3000 since this 
exportation vvill lead to the receipt of a payment 
from foreigners. On the other hand, the payment is 
recorded at the financial account as a debit. 


country 


Main Accounts and Functioning of 
Balance of Payments 


Balance of payments has tvvo main accounts 
namely the Current Account and Capital and 
Financial Account. "These main accounts have 
various sub-accounts. 


Current Account: Itistheaccountvvhich embraces 
the exports and imports of the commodities and 
services, net interest and dividend incomes and 
unilateral transfers. 


If the net result of the Current Account is 
negative, then, there is a Current Account deficit 
vvithin the economy. On the opposite side, if the 
net result of the Current Account is positive, then, 
there is a Current Account surplus. 


Current account deficit refers to a situation vvhere 


the net result of the Current Account is negative. 


Current account surplus refers to a 


situation vvhere the net result of the Current 
Account is positive. 


Capital and Financial Account: İt consists of 
tvvo sub-accounts, Capital Account and Financial 
Account. Patent rights, intellectual property 
rights and İicenses are recorded under the Capital 
Account. İt constitutes the smaller part of the 
vvhole account. Financial Account is the main 
sub-account of the Capital and Financial Account. 
Foreign direct investments (FDİI) and portfolio 
investments are recorded under the Financial 
Account. Foreign direct investments (FDI) are 
the real investments made directly to the firms, 
capital commodities and land. In foreign direct 
investments, the control on the investment is in the 
hands of the investor. Portfolio investments, on the 
other hand, are financial properties and assets such 
as bonds, Treasury bills and stocks. İn portfolio 
investments, the investor expects an earning as 
a return of its lending. This return of earning is 
simpİy the price of its investment, the interest. 


Capital Account constitutes the properties 
that are not financial, like the patent rights, 
intellectual property rights and İicenses, etc. 


Financial Account is the main sub-account 
of the Capital Account and Financial Account 
under vvhich the foreign direct investments 
and portfolio investments are recorded. 


Foreign direct investments (FDI) are the 
real investments made directly to the firms, 
capital commodities and land. İn foreign 
direct investments, the control on the 
investment is in the hands of the investor. 


Portfolio investments are financial 


properties and assets such as bonds, 


Treasury bills and stocks. 
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In principle, the Current Account should be equal to the Capital and Financial Account. Actually, this 
equalization is referred to balance of payments. İf this is equalization cannot be attained, then the Official 
Reserves Account is used to adiust this imbalance. Furthermore, some recording errors or data collection 
omissions and mistakes can occur vvhile gathering the balance of payments data from various sources. 
"These errors, omissions and mistakes are recorded under the Statistical Discrepaney Account. To sum up, 
balance of payments is an equation of: 


Balance of Paymenis - Current Account 4 Capital and Financial Account 4 


Offcial Reserves Account £ Statistical Discrepaney Account - 0 


If the sum of this equation is negative, the country has a balance of payments deficit. In the opposite 
case, if the sum of this equation is positive, then the country has a balance of payments surplus. 


Balance of payments surplus refers 
to the situation vvhere the net result 
of the “Current Account x Capital and 


Balance of payments deficit refers to 

the situation vvhere the net result of the 
“Current Account x Capital and Financial 
Account 4 Official Reserves Account 4 
Sratistical Discrepancy Account” equation is 


Financial Account - Official Reserves 
Account x Statistical Discrebancy 


. Account” equation is positive. 
negative. 


4 important 


"The terms of Current 
Account deficit/surplus 

and balance of payments 
deficit/surplus have 
different meanings. They are 
substitute terms, and thus, 
they cannot replace each 
other. 


your turn ? 
“uzmanı ağın 


VVhere can vve find the balance 
of payments data of Turkey? 


Summary 
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Explaining the importance and scope of 


international economics. 


Nobody today can ignore our living vvithin a global economy 
in vvhich the international transactions take the biggest portion 
of our economic activities. The main motive behind these 
international economic transactions is to gain or simply to 
make profit. Not only the producers and investors gain vvith 
the international economic transactions but also the consumers 
are better off due to the increased competition. 


Regarding the scope of international economics, its 
composed of tvvo main parts, namely international trade and 
international finance. İnternational trade refers to the real side 
of international economics because the analysis of international 
trade is performed in real terms vvithout taking into account 
the effects of money, interest rates and exchange rates. "he 
discussions are made in terms of relative commodity prices. On 
the other hand, international finance refers to the monetary 
side of international economics. 


Analyzing the international trade theory. 


"The development of the international trade theory dates back to the seventeenth century. Therefore, 
the international trade theory is regarded as the installer of the science of economics. Basically, the 
international trade theory seeks to respond the basis for and the pattern of international trade betvveen 
the trading countries and the economic gains of the trading countries from international trade. 


In autarky, the countries can consume vvhat they domestically produce. In economic terms, the 
internal equilibrium point gives the production and consumption of the country in autarky. Hovvever, 
a country can consume more than its domestic production vvith international trade. In economic 
terms, the production and consumption frontiers differ. Consumers can reach to a higher satisfaction 
vvith international trade. Thus, international trade can lead to an increase in the vvelfare of a country. 


Although international trade dates back to the earlier centuries, the examination of the development 
of international trade theory starts vvith the economic philosophy called mercantilism. Mercantilism 
vvhich is acknovvledged international trade as a zero-sum game has been challenged by the theory of 
absolute advantage of Adam Smith. Smith proved the possibility of a mutual beneficial trade. David 
Ricardo, vvith his theory of comparative advantage yustified that mutual beneficial trade is still possible 
even if a country has an absolute advantage in both commodities. İnternational trade theory has been 
improved vvith the standard theory of international trade and Heckscher-Ohlin theory. İnternational 
trade theory has still been evolving vvith the nevv trade theories. Nevertheless, all the international trade 
theories yustify that free international trade or in other vvords, trade vvithout restrictions vvould lead to 
a vvelfare increase for the trading countries. 
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Evaluating the international trade 
policy. 


In spite of the free trade and vvelfare increase assumptions of the international trade theory, most of the 


countries restrict their international trade in our real vvorld by restrictive trade instruments. Restrictive 
trade instruments are examined into tvvo groups: Tarifis and non-tariff restrictions. A tariff is a tax 
or duty levied on the traded commodity as it crosses a national boundary. A non-tariff restriction is 
any action other than a tarifF that restricts international trade. Traditionally, countries restrict their 
international trade in order to protect domestic producers and to collect revenue to the treasury. These 
tvvo aims are knovvn as traditional trade restriction aims. 


Economic effects of the restrictive trade instruments are mostly examined via partial equilibrium 
analysis of a tarif. A tariff on an imported commodity increases the price of the commodity in the 
domestic market. Thus, the demand for the imported commodity decreases vvhile the supply of it 
increases. As such, the domestic producers are protected and revenue is collected for the treasury. 
Hovvever, due to the decreased demand and increased production in the commodity in vvhich the 
country has a comparative disadvantage, the net vvelfare effect of the tariff vvould be negative. 


Aeuuuıns 


Even though the historical and mostly preferred type of trade restriction, the tariffs are rarely used 
as a restrictive trade instrument today. "hats because of the GATT/VVTO regulations. Tariffs have 
been reduced since the signing of the GATT in 1947. Today, VVTO is responsible from the global 
trade rules, Although it has many agreements to regulate the global trade, the main agreement is still 
the GATT vvhich consists of rules on commodity trade. The VVTO agreements do not only cover 
commodity trade but also services trade and intellectual property. Due to the effective GATT/VVTO 
regulations on the tarifis, the countries mostly prefer non-tarifF restrictions. "The implementation of 
these non-tariff restrictions is referred to nevv protectionism. 


Defining the meaning and functioning of foreign exchange rates, 
foreign exchange market and foreign exchange rate systems. 


Foreign exchange rates, foreign exchange market and foreign exchange rate systems constitute the 
monetary side of international economics or simply international finance. VVe knovv that all of the 
international transactions require the usage of at İeast tvvo different national currencies at the same 
time. "he price of one country currency expressed in terms of another country$8 currency is called 
foreign exchange rate, or simply the exchange rate. 


Foreign exchange market is the market in vvhich economic actors buy and sell foreign currencies 
or in other vvords, foreign exchange. Regarding the economic actors, they are individuals, firms, 
international traders, foreign investors, commercial banks and central banks. Foreign exchange market 
has some special features peculiar to itself. In this sense, it does not resemble to a commodity market. 


"The exchange rate is determined by the market demand and supply of the foreign currency if the 
country has flexible exchange rate system in its economy. İt is determined by the monetary authority of 
the country, namely the central bank, if the country has fixed exchange rate system. One should knovv 
the difference betvveen nominal exchange rate and real exchange rate. Nominal exchange rate is the 
rate determined by the demand and suppİy of the foreign currency. On the other hand, real exchange 
rate vvhich gives the real value of the domestic currency in terms of foreign currency is determined by 
the usage of the consumer price index in the tvvo countries. İn other vvords, the real exchange rate is 
the nominal exchange rate vveighted by the consumer price index. Currency devaluation refers to the 
fall in the value of one curreney in terms of another currency by the decision of the central bank in the 
fixed exchange rate system, vvhile currency revaluation refers to the rise in the value of one currency in 
terms of another currency by the decision of the central bank. 
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Elaborating the main accounts and 
functioning of balance of payments. 


Balance of payments is the other main component of the monetary side of international economics. 
Balance of payments of an economy is a summary statement of all the economic transactions made 
by the foreign currency. Balance of payments displays the economic transactions recorded during 
a particular period of time vvhich is usually a calendar year. The main function of the balance of 
payments is to give information to the government about the international situation of the country. 
Ir provides information not only to the government but also to the trade partners, banks, firms and 
individuals of the country. 

Balance of payments are recorded depending upon basic principles referred to balance of payments 


accounting principles. The main accounting principle of the balance of payments is the double-entry 
bookkeeping. İt means that each international transaction is recorded tvvice, as a credit and a debit 
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of an equal amount. İnternational transactions of an economy are classified as credits and debits. 


Credit international transactions are those that embrace the receipt of payments from foreigners. 
Debit international transactions are those that embrace the making of payments to foreigners. Credit 
international transactions are recorded in the balance of payments vvith a positive (“) sign vvhile debit 
international transactions vvith a negative (-) sign. 


Balance of payments has tvvo main accounts namely the Current Account and Capital and Financial 
Account. These main accounts have various sub-accounts. Current Account is the account vvhich 
embraces the exports and imports of the commodities and services, net interest and dividend incomes 
and unilateral transfers. On the other hand, Capital and Financial Account consists of tvvo sub- 
accounts, namely the Capital Account and the Financial Account. The Current Account should be 
equal to the Capital and Financial Account. İf this equalization cannot be attained, then, the Official 
Reserves Account is used to adfust this imbalance. These errors, omissions and mistakes are recorded 
under the Statistical Discrepancy Account. 
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VVhat is the meaning of external equilibrium 


of an economy? 


. Full employment vvith price stability 

. Full employment under flexible exchange rate 
system 

. Equilibrium in the balance of payments 

. Stability in the foreign exchange rates 

. Equilibrium in the international trade balance 


Hovv can a government change the volume of 
total expenditure? 


. By implementing import tarifis 

. By implementing non-tariff restrictions 

. By implementing foreign exchange controls 

. By implementing appropriate fiscal 
monetary policies 

. By implementing appropriate advertisement 
policies 


and 


zl XVhat is the term that refers to absence of 


international trade? 
a. Damping 

b. Autarky 

c. Subsidy 

d. Customs 

e. Non-trade 


İkİ 
Hovv can vve express terms of trade of a 
country? 


. İt is the ratio of the volume of exports to the 
volume imports. 

. İt is the ratio of the volume of imports to the 
volume of exports. 

İt is the ratio of the price index of imports to the 
price index of exports. 

. İt is the ratio of the price index of exports to the 
price index of imports. 

. İt is the term used for the exports in vvhich the 
country has a comparative advantage. 


İl VUho has improved the theory of comparative 
advantage? 


a. Alfred Merchant 
b. Adam Smith 

c. Alfred Marshall 
d. Davis Smith 

e. David Ricardo 


E/ XVhich one of the belovv does not refer to 


one of the economic effects of an import tariff? 


a, Decrease of the domestic price 

b. Increase of the domestic production 
c. Decrease of the domestic demand 
d. Collection of customs revenue 

e. Decrease of the quantity of imports 


kil XVhat is the name of the most vvell-knovvn 
trade round of GATT? 


a, Singapore 
b. Geneva 
c. Uruguay 
d. Brussels 
e. Kennedy 


Eİ Hovv can vve define the real exchange rate? 


. İt is the dömestic market price of the foreign 
exchange rate. 

. İt is the foreign market price of the domestic 
currency. 

, İt is the intersection point of the foreign 
exchange demand and suppiİy. 

. İt is the nominal exchange rate vveighted by the 
consumer price index of the tvvo countfies. 

. İt is the real value of the commeodity exchange 
prices. 


0 : 

n VVhat does the fall in the value ofone currency 
in terms of another currency by the decision ofthe 
central bank refer to? 


a, Currency devaluation 

b. Currency revaluation 

c. Nominal exchange rate 

d. Real exchange rate 

e. Central bank exchange rate 


VVhere are the intellectual property rights 


recorded vvithin the balance of payments? 


a. Current Account 

b. Intellectual Property Rights and Trade Account 
c. Portfolio Account 

d. Foreign Direct İnvestments Account 

e. Capital Account 
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If your ansvver is incorrect, revievv “The 
Importance and Scope of International 
Economics” 


If your ansvver is incorrect, revievv “The 
Importance and Scope of Tnternational 
Economics” 


If your ansvver is incorrect, revievv 
“International Trade Theory” 


If your ansvver is incorrect, revievv 
“International Trade Theory” 


If your ansvver is incorrect, revievv 
“International Trade Theory” 


If your ansvver is incorrect, revievv 
“International Trade Policy” 


If your ansvver is incorrect, revievv 
“International Trade Policy” 


If your ansvver is incorrect, revievv “Foreign 
Exchange Rates, Foreign Exchange Market 
and Foreign Exchange Rate Systems” 


If your ansvver is incorrect, revievv “Foreign 
Exchange Rates, Foreign Exchange Market 
and Foreign Exchange Rate Systems” 


If your ansvver is incorrect, revievv “Balance 
of Payments” 
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Find the latest data on foreign trade of 
Turkey and take notes on the volume 
of some basic components. Hovv is 
the general outlook of external trade of 
Turkey? 


According to the provisional data, produced vvith the cooperation of the 
Turkish Statistical İnstitute and the Ministry of Customs and Trade, in May 
2017, exports vvere 13 billion 616 million dollars vvith a 12.596 increase and 
imports vvere 20 billion 923 million dollars vvith a 21.796 increase compared 
vvith May 2016. 


In May 2017, foreign trade deficit vvas 7 billion 307 million dollars vvith a 
43.300 increase compared vvith May 2016. As compared vvith the same month 
of the previous year, exports to the EU-28 increased by 4.406 from 5 billion 
868 million dollars to 6 billion 126 million dollars. In May 2017, the main 
partner country for exports vvas Germany. İt is follovved by UAE, USA and 
Traq. On the other hand, the top country for Turkeys imports vvas China. İt 
is follovved by Germany, Russia and USA. 


According to the İSİC Rev.3, the ratio of the manufacturing industries” 
products in total exportsvvas 94.506 in May 2017. The ratio ofhigh-technology 
products in manufacturing industries vvas 5.906. "İhe ratio of medium-high- 
technology products vvas 34.306. "The ratio of the manufacturing industries” 
products in total imports vvas 8106. "The ratio of high-technology products 
in manufacturing industries” products vvas 13.706 in May 2017. The ratio of 
medium-high-technology products in manufacturing industries” products vvas 


40.306. 


Source: Turkish Statistical İnstitute Press Release, Foreign Trade Statistics, 
May 2017, http://vvvvvv.turkstat.gov.tr/PreHaberBultenleri.do?id-24826 
(Accessed on 19.7.2017). 


your turn 1 


İs free trade advantageous to the least 
developed countries? 


Apart from a fevv number of countries like USA, the EU countries, Canada, 
Australia, fapan, Norvvay and etc., most of the countries today could be classifled 
as least developed or developing countries. The economic development of a 
country is affected by various factors vvhich are mostly internal and peculiar 
to the country. Hovvever, there are many studies that subiects the effects 
of free international trade on the economic development of the countries. 
Nevertheless, there is not a consensus on the outcomes of these studies. Some of 
them argue that free trade serves as an engine of grovvth for the least developed 
and developing countries. On the other hand, some of the economists believe 
that at least temporary protection is required at the early stages of economic 
development. "hey argue that these vulnerable economies cannot compete 
vvith their counterparts in the short run vvithout temporary restrictive trade 
instruments. Actually, these arguments are subiect to the development 
economics. 


your turn ə. 
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VVhat are the main problems arising among the 


VVTO member countries? 


As of 2017, the VVTO has 164 member countries, Most of the member 
countries are the least developed and developing countries. İt means that there 
is an economic development asymmetry among them. "İhus, the economic 
expectations of them from the VVTO are different. Different VVTO member 
governments see the V/TO issues and regulations in different vvays. For many 
developing countries and particularİy for the least developed countries, capacity 
constrains have been a mafor obstacle to the effective implementation of the 
VVTO rules and regulations. A İlack of financial, human and institutional 
resources are among the most important impediments for their governments. 
Moreover, some developing countries argue that the VVTO rules and regulations 
have not met the economic benefits that had been expected. On the other hand, 
the developed countries vvould like to expand the scope of the VVTO rules 
and regulations vvith the nevv issues like competition policy, transparency in 
government procurement and trade facilitation. As such, the VVTO resembles 
to a tortoise vvhich has been trying to vvalk among the stumbling stones. 


ğı your turn 3 


Suggested Ansvver for “Your Turn” 


VVhat is the exchange rate system of Turkey? 


Turkey has been implementing floating (flexible) exchange rate system since 
2001. There is limited Central Bank intervention in the foreign exchange 

.. your turn 4 market in order to prevent excessive volatility. Because of this minor Central 
Bank intervention, the system is sometimes referred to 7za7zagezl floating 
exchange rate system. Flexible exchange rate system is the most common 
exchange rate system today. 


“xoşa 
VVhere can vve find the balance of payments al 


data of Turkey? 


Balance of payments data and related statistics can be found from the database 
of Central Bank of the Republic of Turkey. İnternational standards regarding 
the compilation of the balance of payments statistics are defined in the 

.. your turn 5 Balance of Payments and İnternational İnvestment Position Manual prepared 
by the İnternational Monetary Fund (IMF) to provide guidance to member 
countries. These standards ensure comparability of the balance of payments 
statistics among countries. 
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Chapter ö Development 


İ After completing this chapter, you vvill be able to, 


Define the economic grovvth and explain hovv it ? 
Describe the sources of economic grovvth 
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o 

— ğ Explain and shovv the differences of the İ Explain the suggested government policies to 

Oo models of economic grovvth raise long-run living standards 
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.- b Define economic development and differentiate 

al it from the economic grovvth 
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INTRODUCTION 


VVhen the data about the total income and income per capita of the different countries is analyzed, 


it is going to be seen huge differences in national incomes and living standards among the nations. In 
this chapter of the book, vve vvill study the theories and models to ansvver questions like “vhat causes the 
differences in income over time and across countries?” 


In order to ansvver such questions, firstly, the computation of the economic grovvth vvill be explained. 
Then, by benefiting from different economic grovvth models, the chapter vvill present the fundamental 
determinants of the economic grovvth in the long-run. The models that vvill be presented are the Harrod- 
Domar grovvth model, the Neoclassical Solovv grovvth model and the Endogenous grovvth model, 


"The chapter vvill not only present the different grovvth models to explain the causes of the differences 
in income over time and across countfies, it vvill also shovv the strengths and the vveaknesses of the models 
by comparing them vvith each other. 


At the end of the chapter, the concept of economic development vvill be introduced and the difference 
betvveen the economic grovvth and development vvill be explained. 


DEFINITION AND MEASUREMENT OF ECONOMIC GROVVTH 


Economic grovvth is simply defined as the percentage increase in the value of economic activity from 
a period to another period of time. Generally, the time period is taken as quarterly, semi-annually and 
annually in the calculations of the changes in economic activity. For the measurement of the value of the 
economic activity, generally the gross domestic product (GDP) of the country is used as a proxy. "he GDP 
is defined as the market value of all final goods and services produced vvithin a country in a given period 
of time, say, in a year. So, if vve vvant to define the economic grovvth of a country annually, vve say that the 
economic grovvth is the percentage change in GDP ofa country from a year to another year. The economic 
grovvth can be positive or negative. If the change in GDP from a year to another year is positive, vve say 
that the economic grovvth is positive or there is an economic expansion. 


The GDP can rise from one year to the next for tvvo 


different reasons: first of all, it can rise due to increases in 


. .. Economic grovvth is the percentage increase 
the overall prices of goods and services in the economy İ , gn 2777 se 

ı i in the gross domestic product of nation from 
for the measurement period. Secondliy, it can grovv due to 


a period to another period of time. 


increases in the quantity of goods and services produced 


in the economy for the time period. For the economists, 
the separation of these tvvo effects is important since the economic theory is interested in measuring the 
changes coming from the increases in the quantity at output produced. Especially, economists vvant to 
measure the change of the total quantity of goods and services the economy is producing from a year 
to another excluding the overall price changes in the economy. İn order to do this exclusion of price 
changes, the economists use a measure called the real GDP. The real GDP is the total production of goods 
and services valued at constant prices. If the total production of goods and services is valued at constant 
prices, then the real GDP shovvs hovv the economys total production of goods and services changes over 
time, Hence, vve can define the economic grovvth in real terms. "The real economic grovvth, then, is the 
percentage change in real GDP from a period to another. 
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Table 8.3 Nominal GDP and Real GDP in Turkey (1998 — 2o16) 


Nominal Real GDP” 00 Change in ) 96 Change in 
GDP” (2009 prices) Nominal GDP Real GDP 


1998 7 71809 71009 0) 
1999 710716 U U 68602 04906 
0.0664 
“00596 


YEARS 


2011 1,394.48 1,204.47 0.2021 
2012 1,569.67 1,262.16 0.1256 


Measurement of Economic Grovvth 


In order to compute the economic grovvth for a country, firstİy vve need to have nominal GDP and 
real GDP values for series of years for that country. As you have already learned the meaning and various 
measurement techniques of GDP in a country, vve are not going to repeat this issues again. Table 8.1 gives 
the annual nominal and real (vvith 2009 prices) GDP values in Turkey for 1998-2016 period. Columns 
3 and 4 of the same table indicate the annual percentage change in nominal and real GDP vvith respect 
to previous year, respectively. The values in these columns are calculated vvith the help of the folloving 
formula: 


1.084.00 


2013 1,809.71 1,369.33 0.1529 


"Therefore, the values in column 4 are called “annual economic grovvth rates”. İt is common in economics 
to interpret these numbers in percentage form by multiplying by 100: 


—— x100 
t-i Yi 
For instance, the annual economic grovvth rate for 2016 is calculated as follovvs: 


g — Yavie - Yaoıs x100 “. 1576.32 Kr. 1527.73 


x zz 3. 
ə 1527.73 1ŞŞəR dA 
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By comparing the nominal and real grovvth 
rates, vve can easily notice that the real grovvth 
rates are smaller than the nominal grovvth rates 
and the difference represents the price changes 
in the time period. For example, from 2015 to 
2016, the nominal economic grovvth rate is 11.54 
percent and for the same period the real rate is 3.18 
percent. These numbers indicate that out of 11.54 
percent increase in nominal GDP, 3.18 percent 
comes from the increase in the total quantity of 
goods produced and the rest 8.36 percent is the 
result of price increases. 


Total Production and the 
Production Function 


"The real GDP or the real output shovvs amount 
of goods and services a society produces in a given 
point of time. The question is vvhat determines the 
quantity of goods and services that an economy 
can produce. Hovv much an economy can produce 
is determined by the productive capacity of the 
society. As the factors of production, the physical 
capital, labor and natural resources and the 
production technology available to society are the 
main sources of the economy? output and hence 
its the total real income. Altogether, the quantities 
of factors of production and the technology 
available to society are called the total productive 
capacity of the society. "he differences in income 
(output) come from differences in capital, labor, 
and technology used in production. The functional 
relationship betvveen the amount of output that an 
economy produces and the productive capacity 
is illustrated vvith the production function. The 
production function relates the amount of real 
output produced vvith the quantities of factors of 
production utilized in the economy. 


The Production Function 


As indicated before, hovv much an economy can 
produce is determined by the productive capacity 
of the society. The productive capacity includes the 
factors of production (the physical capital, labor and 
natural resources) and the production technology. 
"The factors of production are the physical capital 
(K), labor (Z), natural resources (ravv materials, 
land, energy, etc.) and the entrepreneurship. These 
are also called the inputs ofthe production. Among 


the various factors of production, the physical 
capital (factories, machines and equipment, etc.) 
and the labor (vvorkers) are the most important 
ones. The quantities of inputs used in production 
do not alone determine the amount of output 
the economy produces. "he effectiveness and 
the productivity that they are utilized in the 
production are also important. The productivity of 
factors of production depends on the technology 
and management skills available to society. 


Factors of production are the inputs used in the 
production process. "hey are the physical capital 
(K), labor (L), natural resources (ravv materials, 


land, energy, etc.) and the entrepreneurship. 


"The relationship betvveen the amount of 
output produced and the quantities of inputs are 
used is shovvn vvith the production function. The 
production function relates the amount of real 
output produced vvith the quantities of factors 
of production utilized in the economy. “İhe 
production function is expressed vvith the equation 
(8.2): 


Y-A”f(K, L) (8.2) 


vvhere Yis the real output (Income), A is a number 
that measures the overall productivity, £” is the 
capital stock, or the quantity of physical capital 
used the measured period, and Z is number of 
vvorkers used in the production. "İhe f represents 
the function vvhich relates real output to the capital 
and labor. 


The production function is an expression 
that relates the total output produced to the 


quantities of inputs used. 


In equation 8.2., the parameter 2 is also called 
the total factor productivity or productivity vvhich 
represents the effectiveness of capital and labor that 
are used in production. "İhe equation 8.2 indicates 
that the amount of output that an economy 
produces during any period of time is the function 
of the quantities of inputs used and the productivity 
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of those inputs. İn the equation, since the parameter 
A mulüplies the production function, a change (an 
increase) in A, for given values of inputs, causes the 
output to change (increase) by the same amount. 


"The production function in equation 8.2 can 
also be illustrated by using graphs. By holding 
technology (4) and one of the input (£” or Z) as 
constant, the relationship betvveen real output and 
capital stock or amount of labor can be shovvn 
easily by using the graph(s). Figure 8.1 depicts 
the production function for the real output and 
capital stock and Figure 8.3 depicts the production 
function relating real output and amount of labor. 


"The Figure 8.1 belovv depicts the production 
function relating real output and capital stock. The 
graph of production function is dravvn relating 
real output (Y) and the input of capital stock by 
holding other input labor (Z) and technology (4) 
as fixed. As it is seen, the function is positively 
sloped and the slope of the production function 
is not constant. The shape of the production 
function reveals that there are tvvo main properties 
of production function, 


a, "İhe production function slopes upvvard, 
meaning it is positively slope. İt indicates 
that, vvith given A and Z, the more the 
capital input is used, the more output is 
produced. 

b. "TIhe slope of production function becomes 
flatter as capital input rises. This property 
says that as the capital input increases 
by the same amount, the contribution 
of incremental capital to total output 
decreases compared to the previous ones. 
"Thus, the capital input is subiect to the layv 
of diminishing marginal product of capital. 

"The slope of the production function in Figure 


8.1 is equal to s/ope — 27 — AT, Sizce m is equal 


Ax AK 
to the marginal product of capital, then vve can say 


: AY 
that the slope is equal to MPk R It shovvs 
that if capital stock is increased by one unit, hovv 
much the total output changes as a result. Shortly, 
it shovvs the marginal contribution of an additional 
unit capitals to the total production. 


The marginal product of capital is the 
change in output produced that results in one 


unit increase (change) in the capital stock. 


If vve relate the slope vvith the properties of 
production function, then vve can say: 


Since the production function is positively 
sloped, then //?Dk is alvvays positive. Moreover, 
due to second property of the function, the capital 
input is subiect to the lavv of diminishing marginal 
productivity since //?,-declines as K rises. 


ə”. 
your turn 


VVhat are the properties of the short-run production 
function? VVhat do they imply about the slope of the 
function? 


Output, Y 


1 Capital, K 


Figure 8.1 The Production Function for the Real 
Output and Capital 


In Figure 8.2, it is shovvn hovv the slope is 
measured and also itshovvs vvhy the slope is different 
at different points of the production function. As 
indicated before, the slope of production function 
iy diY 
Ax AK" 
Since the slope is equal to the /4/?., the slope and 
the /MPy is different at each point of the function. 
As K rises, the slope and the //?k diminishes. 
"The reason that the productivity of extra unit of 
capital falls compare to the initial one because of 


is measured by the equation, Slope — 
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the short-run condition. Short-run is the time 
period that allovvs the firm or the society to change 
only one of the variable used in production. İn our 
analysis, by holding 4 and Z as constant, vve allovv 
only the capital stock to vary. As it is knovvn, the 
capital can be productive only if it is used/equipped 
vvith the labor or vice-versa. VVithout changing the 
number of vvorkers employed, if vve increase the 
capital stock more and more, each additional unit 
of capital/s return vvill be less than before. Hence, 
the capital vvill be subiect to the lavv of diminishing 
marginal productivity. 


Output, Y 


Slope — MPk at point B 


B/ 


Y — Af(K,L) 


.5-—” , 
Slope z MPk at point A 
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0 K, Capital, K 


Figure 8.2. The Marginal Product of Capital, MPK 


Figure 8.3 belovv depicts the production 
function for the real output and labor input vvith 
the assumption of holding Z”and A as constant. "The 
production function relating Y to Z is also positively 
sloped and the slope of the production function is 
not constant. “he slope of the production function in 


: . Ay AY k AY. 
Figure 8.3 is equal to, pe — —— — —. Since — is 
i 4 P Ax AL AL 


equal to the marginal product/ivity of capital, then vve 
A 


can say that the slope is equal to M P, m . Et shovvs 


that if the labor input is increased by one unit, hovv 
much the total output changes as a result. Shortly, 
it shovvs the marginal contribution of an additional 
unit labor to the total production. 


Output, Y 


Lu Labor, L 


Figure 8.3 The Production for the Relating Real 
Output and Labor 


In Figure 8.4, it is shovvn hovv the slope is 
measured and also, itshovvs vvhy the slope is different 
at different points of the production function 
relating Y to Z. Since the slope is equal to the /M?,, 
the slope and the //?) are different at each point 
of the function. As L rises, the slope and the //?, 
diminish. The reason is that the productivity of extra 
unit of labor (vvorker) falİs compare to the initial one 
(initial point) because of the short-run condition. 
Short-run is the time period that allovvs the firm or 
the society to change only one of the variables used 
in production. In our analysis, by holding A and £” 
as constant, vve allovv only the labor input to vary. 
As it is knovvn, the labor can be productive only if it 
is equipped vvith the capital. VVithout changing the 
amount of capital used, if vve increase the number 
of labor more and more, each additional unit of 
vvorkers return vvill be less than before. Hence, 
the labor vvill be subfect to the lavv of diminishing 
marginal productivity. 


The marginal product of labor is the 


increase (change) in the output produced 
that results in one-unit increase (change) in 
labor input. 
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Output, Y 


Slope z MP) at pointD 


Y — Af(KL) 


: “kslope -- MP, at point E 
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L Labor, L 


Figure 8.4.The Marginal Product of Labor 


Suppiy Shocks and the Production 
Function 


Supply shock, vvhich is also knovvn as the 
productivity shock, is defined as the shocks that 
affect the economys production function. Since the 
production function is expressed as YZA” 7(K, 2), 
then, the shocks thataffect. A, Kand Z are considered 
as the suppİy shocks. İn this sense, supply shocks 
affect the amount of output that can be produced 
for a given amount of inputs. Supply shocks may 
be positive or negative. Positive or beneficial supply 
shocks increase the amount of real output for the 
given quantities of inputs, K” and Z. Beneficial 
shock implies an increase at 4 in the production 
function. “Ihe and innovations, 
improvements in management techniques that 
improve the efficieney or productivity and the 
improvement in production methods or varieties 
are considered as the positive (beneficial) supply/ 
technology shocks. VVorse than expected vveather 
conditions such as drought, flooding and unusual 
cold vvinter, vvars, government regulations resulting 
in high production costs, oil price shocks are some 
examples of the negative or adverse supply shocks. 
Such shocks cause technology parameter A to 
decrease. 


inventions 


Supply shocks cause not a mövement along the 
production function but they cause the shift of the 
production function as illustrated in Figure 8.5. 
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Positive productivity shocks cause an upvvard 
shift of the production function, resulting in a 
higher output production vvith the given amounts 
of capital and labor inputs. In Figure 8.5, the effect 
ofa positive supply shock is depicted as the upvvard 
shift of production function from Yı to Y). As a 
result of beneficial shock, the slope of production 
function increases at each level of output since the 
incrcase in parameter / causes //?) to incrcase. 
Please remember that the slope is equal to //?,. 


Suppİy shocks are the shocks that cause 


the change of an economy? production 


function. 


On the other hand, the negative (adverse) 
supply shocks cause the dovvnvvard shift of the 
production function, resulting in a İovver output 
production vvith the given amounts of capital and 
labor inputs. The effect of an adverse supply shock 
is depicted as the dovvnvvard shift of production 
function from Y£ to YZ in Figure 8.5. Usually slope 
of production function decreases at cach level of 
input if the shock causes parameter 4 to decline. İt 
means that the slope and //?” decrease as a result 


of the shock. 


Output, Y 


Positive Supply 
Shock 


Adverse Supply 
Shock 


Labor, L 


Figure 8.s The Effect of an Adverse and Positive 
Technology (Supply) Shocks on the Production 
Function. 
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SOURCES OF ECONOMIC GROVVTH AND THE GROVVTH MODELS 


Is Economic Grovvth important? 


Even though confined to a small number of countries initially, since the middle of the 18th century 
human history is dominated by the modern economic grovvth. Then, it spread from its origins in Great 
Britain to VVestern Europe and then to the rest of the vvorld. "The dramatic improvement in living standards 
has taken place in the advanced industrial economices, but this difFusion has been highly uneven. The result 
of this long-run uneven grovvth is the huge income per capita differences betvveen the rich and the poor 
countries and the gap is getting even larger. 

Table 8.2 illustrates the levels of GDP per capita, calculated based on the 2010 constant prices, for 
some selected rich and poor countries and the average annual grovvth rates of the GDP per capita for the 
period of 1960 to 2016 for the selected nations. 


Table 8.2 International Differences in the Standard of Living 


GDP per capita / Annual per İ GDP per capita Annual per 


(2010 Constant / capita grovvth (2010 Constant Ccapita grovvth 


“ount"Y prices, US$) rate (70) — prices, US$) rate (70) 


(2016) (1961-2016) (2016) (1961-2016) 


9707.13615 
7504.29525 


3974.05849 
Zimbabvve 


Source: The VVorld Bank, 2077. 


Table 8.2 demonstrates that there is a huge gap betvveen the rich (developed) countries” GDP per capita 
and the poor ones. As the table shovvs, GDP per capita of the US, Canada and Tapan is almost 50 times 
greater than the GDP per capita of the countries of Pakistan, Bangladesh and Zimbabvve. If the GDP 
per capita is a good indicator of the vvelfare or life standards of a nation, then the results indicate that the 
quality of life or vvelfare in the rich countries is 50 times better than the poor ones for the selected nations 
in the table for the year of 2016. Since there is a huge gap in GDP per capita betvveen the rich and poor 
countries, then the right question vve need to ask is “VVhat causes the differences in income over time and 
across countries?” 

In order to ansvver this questions, vve should turn our focus to the production function and 
the changes in production function. As the factors of production, the physical capital and labor and 
the production technology are the main sources of the economys output and hence its the total real 
income. "Ihen, the differences in output (income) should come from the differences in capital, labor, 
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and technology used in production. In order to 
explain vvhy and hovv national income grovvs and 
vrhy some economies grovv faster than others, a 
model that describes changes in the economy over 
time should be developed. "The Harrod-Domar 
grovvth model, the Solovv grovvth model and the 
Endogenous grovvth models are presented here in 
this chapter to ansvver this essential question and 
to demonstrate the determinants of the long-run 
economic grovvth. The Harrod-Domar model 
relates economic grovvth to the nations5 savings rate 
and hence to the capital stock. The Solovv grovvth 
model shovvs hovv changes in saving, population 
grovvth, and technological progress affect the level 
of an economy?5 output and its grovvth over time. 
"The Solovv model does not explain technological 
progress but, instead, takes it as exogenous. "The 
Solovv model can shed much light on international 
grovvth experiences, but it is far from the last vvord 
on the subiect. The Endogenous grovvth models try 
to cover the shortcomings of the Harrod-Domar 
and the Solovv grovvth models. 


"The long-run economic grovvth is the base for 
improvements in human vvelfare. Even small inter- 
country differences in long-run economic grovvth 
rates of per capita income can lead to significant 
differences in relative İiving standards betvveen 
nations. This fact can be expressed best by “the rule 
of seventy”. The rule of seventy implies that if any 
variable grovvs at a pace of x per cent per year, then 
it vvill take approximately 20 years for that variable 
to double in value. . 


"The rule of70 allovvs us to easily calculate 
hovv much it takes for a variable to double 
itself. If a variable grovvs at a pace of x per 
cent per year, then it vvill take approximately 


10 years for that variable to double in value. 
r 


"This rule can be applied to any country to see 
hovv long it takes for its GDP per capita to double 
in value. Table 8.2 also presents long-run annual 
grovvth rates of GDP per capita for the selected 
nations. Lets say that a country annual average 
per capita income grovvth rate is x z 5 per cent 


182. 


(Vietnams is close to this value, 4.8590). The rule 


indicates that living standards of the people of 
Vietnam vvill be doubled in 2" - 14 years. On the 
x 


other hand, South Africas GDP per capita grovvs 
on average 0.9206 per year. İf the per capita grovvs 
at this pace, İiving standards of the people of South 
Africa vvill be doubled in 2" - 76 years. For Turkey, 


x 
GDP per capita grovvs on average 2.7696 per year. 
If the per capita grovvs at this pace, İiving standards 


of the people of Turkey vvill be doubled in 225 
x 


years. Thus, the impact of even small differences 
in grovvth rates, vvrhen compounded over time, are 


striking. 


Proximate and Fundamental 
Sources of Grovvth 


"The facts about the economic grovvth empirics 
shovvs the fact that, since 1960, vvhile some 
countries such as the tigers of Southeast Asia have 
succeeded in making miracles, other countries 
have been grovvth disasters (see Temple (1999) 
and Young (1992), (1994), and (1995)). The key 
question here is “Vhy have some countries grovvn 
rich vvhile others remain poor? 


In the analysis of grovvth theory, it is useful 
to separate “the proximate causes of economic 
grovvth” from “the fundamental causes of grovvth”. 
"The proximate causes of economic grovvth relate 
the accumulation of capital and labor inputs to the 
productivity of these inputs. "he grovvth models of 
the neo-Keynesian Harrod-Domar, neo-Classical 
Solovv grovvth model and endogenous grovvth 
theories that vvill be presented in the follovving 
sections intended to concentrate on modelling 
these proximate variables. 


Hovvever, ansvvers vve get from these models 
about the proximate determinants of grovvth 
leave us even vvith a deeper question of vvhy 
some countries are so much better than others 
at accumulating human and physical capital and 
producing or adopting nevv ideas and knovvledge. 
In order to give an ansvver to this question, 
İt is necessary to investigate the fundamental 
determinants of economic grovvth. 
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The Sources of Economic Grovvth 


Before going in to the grovvth models, vve need 
to determine the main sources of economic grovvth 
benefiting from the production function that vve 
already analyzed. As shovvn before, the production 
function is expressed in equation 8.1 as, 


Y- f(K.1) 


VVriting this function into the grovvth rate form 
gives us the grovvth accounting equation, 


(8.3) 


In equation 8.3, the ok 4/zs/ oL, represent the 
elasticities of output vvith respect to the capital and 
labor. The calculated values for the USA shovvs that 
the values of oLk?zd/ o)y are 0.3 and 0.7 respectively. 
From the grovvth accounting, the interpretation of 
this is as follovvs: an increase of 1006 in total factor 
productivity, 4, raises output by 1006. An increase 
of 10906 in capital stock, K” raises output by ok 
times 1006, vvhich is 306 and a rise of 1006 in /z2or, 
İL, raises output by c:, times 1000, vvhich is 796. 


"The grovvth accounting shovvs that the main 
sources of economic grovvth are the productivity 
grovvth, capital input grovvth, and İlabor input 
grovvth. So, vve can novv present hovv different 
grovvth models shovv the determinants of the long- 
run economic grovvth and try to explain vvhy some 
nations have better life standards than others (See 
Abel, et al. (2008) and Snovvdon and Vane (2005) 
about the grovvth accounting). 


dz 
your turn 
According to grovvth accounting, İlist the 
main sources of economic grovvth. 


... 
mşəser, 
....c.ə 
....... - 


aile e 6 
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Vlukilanli 


The Harrod-Domar Grovvth Model 


"The Harrod-Domar grovvth model is a very 
simple model to present the determinants of 
economic grovvth. Itvvas developed by Harrod (1939, 
1948) and Domar (1946, 1947) independently. 
"The model relates an economy? grovvth rate to its 
capital stock and it emphasizes hovv positive changes 
in investment spending causes an increase in an 
economys productive capacity. "The model assumes 
an exogenous rate of labor force grovvth (/?), a given 
technology exhibiting fixed factor proportions, 


namely a constant capital—labor ratio, (5) and as 


a result a fixed capital—output ratio, R), In a tvo- 


sector economy consisting of households and firms, 
the national income equation in the model for the 
time period of t is vvritten as: 


Y,- C.S, (8.4) 


vvhere Y-GDP, C-Consumption and S.-Sazing. 

Since the economy is a closed one, the 
equilibrium in this simple closed economy requires 
investment is equal to savings, vvhich is shovvn in 
equation (8.5) as: 


L-s 


t r 


(8.5) 


If vve substitute the investment (7,) for the 
place of saving (S,) in equation (8.4), the national 
income equation yields: 

y-Caln (8.6) 

The Harrod-Domar model assumes that the 
grovvth of real GDP is proportional to the share 
of investment spending (1) in GDP. "his implies 
that for the economic grovvth, net additions to the 
physical capital stock are required. İnvestment is 
defined as the net additions to capital stock. İn the 
model, the evolution of the capital stock over time, 
from the beginning of the time period to end of 
period, is expressed in equation (8.7) as: 

K,ı- (1-9) K,a1, (8.7) 
vvhere Ö represents the rate of depreciation of the 
capital stock. 
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In the model, the relationship betvveen the size 
of the total capital stock (A) and total GDP (Y) 


is knovvn as the capital—output ratio (ç — v) and 


is assumed fixed. Since z is defined as, (r - e) 


and it is fixed, then, it also follovvs that y — ə In 


the Harrod-Domar, ə is called the incremental 
capital—output ratio, or simpİy ICOR. 

IF vve assume that total nevv investment is 
determined by total savings since the economy is a 
closed economy, and also assume that total saving 
is some proportion of GDD say (s) of GDP (Y), 
then saving can be shovvn as belovv equation (8.8): 


ŞSi-əY 


 -sY, (8.8) 


From the information about the capital—output 

ratio (ç — v) vve can vvrite capital stock K” as, 
Y 

KzoY and from the closed economy requirement 

of investment is equal to saving, 7-5. it follovvs 


that vve can revvrite evolution of output as equation 


(8.9) shovvs: 


UYli) — (1 — ö)əY, -ü sY, (8.9) 


Dividing both side of the equation (8.9) by 
v and subtracting Y, from both sides of equation 


(8.9) yields: 


Yu — Y, — (İ- ö)Y, (8.10) 


If vve divide both sides of equation (8.10) by 
Y t gives us equation (8.11): 


İYtei-Yil (5) Ya” 


Y, ül 


(8.11) 


"The left side of the above equation (8.11), 
İYtei-Yel, iş the grovvth rate of GDP. 
y 


t 

Defining g as the grovvth rate of GDP and 

İetting q .—— the Harrod-Domar grovvth 
tf 


equation can be vvritten as: 
(8.12) 


The Harrod-Domar grovvth rate equation 
(8.12) states that the grovvth rate (g) of GDP is 


ointly determined by the savings ratio(s), the 
capital—output ratio (z) and the depreciation rate 
of capital stock. "The grovvth equation indicates that 
the economic grovvth is positively related to saving 
ratio, but negatively related to the capital—output 
ratio and depreciation rate. Also, it indicates that 
the higher the savings ratio, the faster vvill an 
economy grovv and the İovver the capital—output 
ratio and depreciation rate, the faster vvill an 
economy grovv. İn case of ignoring the depreciation 
rate in the Harrod-Domar model, the grovvth 
equation (8.12) can be represented as: 


u - (8.13) 


In this case, the equation (8.13) implies that 
the grovvth is positively related to saving ratio, but 
negatively related to the capital—output ratio. 


The implication and suggestion of this 
model about the long-run economic grovvth 
and development is simply to increase resources 
devoted to investment. For example, ifa developing 
country, say Turkey, desired to achieve a grovvth 
rate of per capita income of 5 per cent per annum 
(that is, İiving standards double every 14 years), 
and population is estimated to be grovving at 2 per 
cent, then economic planners vvould need to set a 
target rate of GDP grovvth (g )equal to 7 per cent. 
Ifz-4, this implies that g can only be achieved vvith 
a desired savings ratio (5) of0.28, or 28 per cent of 
GDE. If the desired savings ratio is greater than the 
actual savings, s xs , then there is a savings gap, and 
planners need to devise policies for closing this gap, 
say vvith attracting foreign savings or stimulating 
the domestic savings. 


VVeaknesses of the Harrod-Domar 
Model 

According to Snovvdon and Vane (2005) 
the model has many shortcomings. Firstly, the 
model assumes a fixed capital—output ratio. 
Since the inverse of y (2 is the productivity of 


investment($), the grovvth equation (8.13) can be 
vvritten as in equation (8.14): 


ge s) (8.14) 
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In reality, the savings ratio is a control variable 
since it can change as a result of policy changes 
and stimulates but the productivity of investment 
is not and it reflects the efficiency of the policy 
framevvork and the 
incentive structures. 
As a result, as the 
equation (8.14) 
implies, vvithout 
the productivity 
of investment (), 
even high levels of 
savings ratio does 
not guarantee high 
grovvth rates. 


Roy Forbes Harrod 
(19oo-1978) 


Second vveakness of the model is in the 
requirements financing gap in case of İovv actual 
savings ratio relative to desired levels. "The model 
assumes that inflovvs vvould go into investment 
one to one. “İhis is not the fact in reality. A further 
problem is that in many developing countries the 
budget deficits reduce the total savings and harm 
the grovvth perspectives. İn all of these cases, the 
desired grovvth rates cannot be reached according 
to the model” implications. 


Also, the model assumes zero substitutability 
betvveen capital and İabor. In the model, the 


capital—output ratio (£) and the capital—labor 
Y 

ratio () are also assumed constant. "his means 

that K and Y must alvvays grovv at the same rate 

to maintain equilibrium. Hovvever, because the 

model also assumes a constant capital—labor ratio 

(D) K and EZ must 


L 
also grovv at the same 


rate. Therefore, if 
vve assume that the 
labor force (Z) grovvs 
at the same rate as 
the rate of grovvth of 
population (/z), then 
vve can conclude that 
the only vvay that 
equilibrium can be 
maintained in the 
model is for neg- i 


Evsey Domar (1914-1997) 


The Solovv Grovvth Model 


The Harrod-Domar grovvth model leaves many 
questions about the determinants of grovvth and 
the differences in level of development among the 
economics. İt relates economic grovvth to the capital 
grovvth vvithout ansvvering the questions such as, 
(3) VVhats the relationship betvveen the long-run 
economic grovvth and 
the saving, population 
grovvth rate, and rate 
of technical progress? 
(di) Hovv does economic 
grovvth change over time? 
VVill it stabilize? In order 
to get ansvvers to these 
questions, vve need to 
look at the Solovv grovvth 
model vvhich became the 


basic framevvork for the / 
most follovving research Robert Solovv (1pə4-....) 
on grovvth. 


Based on the neoclassical production function, 
the Solovv grovvth model (Solovv, (1956) and (1957)) 
aims to shovv hovv the changes in saving, population 
and technology affect the long-run economic grovvth 
in a closed economy. "Ihe grovvth in the economy is 
modeled vvithout a government sector. 


The Assumptions of the Solovv 
Grovvth Model 


ə "İhe economy consists of one sector 
producing one good vvhich is used for 
either investment or consumption, 

" İt is closed economy vvithout government, 

e Since the economy is a closed one, then the 
saving is equal to investment, 

e "Ihe economy is alvvays producing its 
potential vvhich is the full employment 
level of output, 

ə 1n the model, the rate of technological 
grovvth, population grovvth and the 
depreciation rate of capital are all 
determined exogenousİy. 

The production function: The Solovv grovvth 
model is built on the neoclassical aggregate 
production function and focuses on the causes of 
economic grovvth. The production function is the 
same one like equation (8.2) given as, 


Y-A, F(K, L) 
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vvhere Y is the real output, Z is the capital stock, Z 
is the amount of labor input and A, is the measure 
of technology. The technology is an exogenous 
variable and represents the vvay the inputs are 
transformed into output. A, is also called the 
total factor productivity. Since the technology is 
assumed to be a public good in neoclassical theory, 
it is assumed that all countries have access to the 
same production function. 


VVithout technological progress, one can 
concentrate on the relationship betvveen output per 
vvorker and capital per vvorker by using production 
function, vvhich can be vvritten as: 

Y- HK.L) (8.15) 

"The aggregate production function is assumed 
to have the properties that satisfy the follovving 
three conditions. First, for all values of A50 
and Z50, F() exhibits positive but diminishing 
marginal returns vvith 2. to both əə. and 


1-05 


"The first un shovvs the properties of 
production function. These properties are, 


labor, that . z.. ə 0 


e İt is positively sloped, 
" İt is subiect to the İavv of diminishing 
returns to input. 
Second, the production function exhibits 
constant returns to scale such that (AK, AZ)-AY 


ş that is, raising inputs by 2, vvill also increase 
aggregate output by 2.. Letting A c n yields R z 


K : : : 
(Ə). "This assumption allovvs us to vvrite dovvn 


an intensive form as, vvhere y — output per vvorker 


(Y/L) and £ - capital per vvorker (5) 


y-f() 


vvhere /”(2)50, and £ 7£)-0 for all k, (Zor 22ese 
bropertfes and conditions, see: mada (1963) and 
Snotudon and  Vane (2005). 


"The last equation above states that output per 
vvorker is a positive function of the capital—labor 
ratio and exhibits diminishing returns. If you 
notice the total production function and per labor 
production function have the same properties. 


(8.16) 
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"Third, as the capital— labor ratio approaches 
infinity (£ —” co), the marginal product of capital 
(MP, )approaches zeroş as the capital—labor ratio 
approaches zero, the marginal product of capital 
tends tovvards infinity (4/?K — cə). Figure 8.6 
shovvs that the intensive form of the neoclassical 
aggregate production function relates per capita 
output to the capital labor ratio. 


As Figure 8.6 illustrates, for a given technology, 
increases in capital—labor ratio, vvhich means more 
capital equipment per vvorker, vvill generate a 
higher output per vvorker. Hovvever, because of the 
lavv of diminishing returns, the output per vvorker 
vvill continuously decline in case of increase in the 
capital accumulation per vvorker. These properties 
impİy that, for a given increase in £, the productivity 
of capital vvill be much greater in countries vvhere 
capital is relatively scarce than in economies vvhere 
capital is relatively abundant. 


Is there any difference 
betvveen the properties 


of production function 
and form 
per capita production 
function? 


intensive 


Output per vvorker, yı 


1 Capital - labor ratio, k, 


Figure 8.6 Intensive form of the neoclassical aggregate 
production function 
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"The slope of production function is measured 


AY . 
as, slope- X.. Since vve have real output or per 


labor output on the Y-axis and quantity of labor 
or capital stock on the X-axis, vve can compute the 


slope of the production function as, s/opez mi or 
L 


22 respectively. By using capital in X-axis, 
AY 


the slope is equal to//?e, since //?- s/ope - .. 


, The slope of the production function measures 


the marginal product of capital, vvhere //7.--/(£-1)-7 
(£). In the Solovv model, the 4/?,.should be much 
higher in developing economies compared to 
developed economies. İn an open economy setting 
vvith no restrictions on capital mobility, vve should 
therefore expect to see, ceferis-paribus, capital 
fovving from rich to poor countries, attracted by 
higher potential returns, thereby accelerating the 
process of capital accumulation. 


The consumption function: Since output per 
vvorker depends positively on capital per vvorker, 
vve need to understand hovv the capital—labor ratio 
evolves over time. İn order to examine the process 
of capital accumulation, vve need to explain the 
determination of saving in the model. 


In a dlosed economy income has tvvo uses: 
consumption and saving. Since saving is equal to 
investment, then, vve can say that income is partly 
used for consumption and partly for investment. 
"Therefore, vve can vvrite income equation as: 


YzC £ 1 or equivalentİy YeC 4 $ 


Since portion of income is saved, then, saving 
can be vvritten as, 5-sY vvhich is a simple savings 
function vvhere s is the fraction of income saved 
and 15:50. 


"Then, vve can vvrite income in terms of saving 
as, 

Y-4əY (8.17) 

The capital accumulation process: A countrys 
capital stock (X)) at a point in time consists of 
plants, machinery, equipments and infrastructure. 
Each year certain proportion of the capital stock 
depreciates. The parameter Ö is used to represent 


this process of depreciation in grovvth models. In 
order to keep capital stock intact, each year certain 


amount of investment is necessary for vvorn out 
capital. Also, additional capital investment is done. 
So, every year a flovv of investment spending (7) is 
added to the capital stock. Thus, vve can vvrite an 
equation for the evolution of the capital stock of 
the follovving form: 
K,e001-0)K, (8.18) 
Since investment is equal to saving, then vve can 
revvrite the equation 8.18 as, 
KoesY,.e K.-K, (8.19) 
"The equation 8.19 shovvs the end of period 
capital stock ofthe economy. İt indicates thatduring 
the period an amount of investment spending is 


done vvhich is equal to amount of saving and also 
q 8 
part of current capital stock is depreciated. 


VVriting the above equation in per vvorker terms 
yields an equation as: 


Kiyi — SYt Kt, öki 


8.20 
L L L L i 


Subtracting Fa from both sides of the equation 
gives us: ı 

"oma qılə (8.21) 

L L L L 

"The left hand side of the equation represents 
the net changes in capital-labor ratio in the period 
t. So, expressing above equation in terms of the 
change of the capital input per vvorker, vve get hovv 
the accumulation of capital per labor evolves in the 
Solovv grovvth model: 


k-sf (£) -ök (8.22) 


vvhere k — uu n is the change of the capital 
input per vvorker, and sf(k) z sy . is saving 


per vvorker. The gö — “Fe term represents the 
L 


investment requirements per vvorker in order to 
keep the capital—labor ratio constant. 


"Then, the steady-state condition in the Solovv 
model is given as: 


sf(E”)-k”-0 (8.23) 
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"The condition indicates that, in the steady state, 
to İcave the capital per vvorker constant, amount 
of investment per vvorker is necessary to cover 
depreciation per vvorker is: sf (£?) - 2” 

Adding the grovvth of the labor force to the 
model: The Solovv model assumes that the labor 
participation rate to İlabor market is constant, 
indicating that the labor force grovvs at a constant 
rate equal to the grovvth rate of population z zr. 
Since £ - A7L, the population grovvth by increasing 
the supply of labor, vvill reduce capital per labor, £. 
"This means that the population grovvth has the same 
effect on capital per labor, k as the depreciation of 
capital, Ö. Adding population grovvth (zz) to the 
model gives us the evolution of capital per labor in 
the model and equation novv becomes: 

k- sf(e) -( 6)" (8.24) 

Here, the expression (/z46)£ is considered as the 
required investment necessary for each period to 
keep the capital stock per labor (£) constant. 


In order to keep £ corrsza/£ 1tvo tybes of İnvestment 
İs necessary: some investment is required to ofset 
depreciation and also, some investment is required 
to donate the quantity of labor coming to İlabor 
force vvhich is g7ozz/zg at a rate-n. Thus, the capital 
stock must grovv at rate (n:Ö) fust to hold £ steady. 


Using ” to indicate steady-state values, the 
steady-state in the Solovv grovvth model can be 
expressed as: 


sf(E) - (48) (8.25) 


Steady States in Solovv Grovvth 
Model 


In the Solovv grovvth model, the economy 
reaches a steady-state in the long-run under the 
assumption of no productivity grovvth. Steady- 
state refers to a situation the economy output 
per vvorker (y,), consumption per vvorker (c)), and 
capital per vvorker (£)) are constant over time. 
Lets analyze the steady states of investment, 
consumption and saving respectively. 


Steady-state investment: The gross investment 
in year t is done for tvvo purposes: replacing the 
vvorn out (depreciated) capital, //K£ and to expand 
the size of the capital stock in order to create extra 
capital for grovving labor force, ,.K/. So, the gross 
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investment expenditures that have to be made at 
the steady state is, /-(/z-d) K/ 

Steady state consumption: The steady state 
consumption per vvorker is calculated by using the 
total consumption equation, vvhich is the difference 
betvveen income and investment expenditures in 
(he period: C-Y£/, Since 7-(z-d) Kat the steady- 
state, substituting this in place of İnvestment in the 
equation gives us: 

C, z Yt— (n 4 a)K, (8.26) 

VVriting this equation in per-vvorker terms, vve 
get the consumption per vvorker in steady state, 
that is, 


ce f(2) — (z r dk (8.27) 


Golden Rule capital labor ratio refers 
to the level of the capital labor ratio that 


maximizes the consumption per vvorker in 


the steady state. 


Steady-state saving: If vve assume that the total 
saving is proportional to current income, the total 
saving in the period (year) is vvritten as: 

Siz sY, (8.28) 

Since the economy is a closed one and the 
saving has to be equal to the investment in a 
closed economy, then, by benefiting from the 
gross investment equation of, 7-(/zea) K, equating 
saving to investment gives 

sY:- (n 4.a) K, (8.29) 

Revvriting the equation 8.29 in per-vvorker 
terms gives us the steady state saving per vvorker 
that results the golden rule of consumption at the 
steady state. 

sf (£) - (n 4 ak (8.30) 
The Solovv model concludes that, in the 


steady state equilibrium, output per vvorker (y,), 
consumption per vvorker (c), and capital per vvorker 
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(£) remain constant. Hovvever, although there is no intensive grovvth in the steady state, there is extensive 
grovvth because population and the labor input (Z) are grovving at a rate of n per year. Thus, in order for 


“zr ..K . : 
y” ze zand k” z “ toremain constant, both Yand K must also grovr at the same rate as population. 


Under the assumption of ceteris-paribus, the model 
implies that the steady state level of output per vvorker 
vvill increase if the rate of population grovvth and/or the 
depreciation rate are reduced, and vice versa. The steady- 
state level of output per vvorker vvill also increase if the 
savings rate increases, and vice versa. İmportantly, the 
Solovv model predicts that an increase in the savings ratio 
cannot permanently increase the long-run rate of grovvth. 
A higher savings ratio temporarily increase the grovvth 
rate during the period and it also permanently increases 
the level of output per vvorker, 


"The main conclusion of the model 
is that, vyithout technological progress, 
increasing output per vvorker via capital 
accumulation is limited. In order to 
have continuous grovvth of output 
per vvorker in the İong-run, the Solovv 
model requires sustained technological 
progress. 


Output per vvorker, yı 


The Figure 8.7 illustrates the 
relationship of consumption per 
vvorker to the capital—labor ratio in 
the steady state for the Solovv model, 
Upper part of the figure shovvs the 
stcady state output per vvorker (y,) 
for each value of capital labor ratio 
(£). The steady state investment per 
vvorker İine, (za) £ intersect vvith the 
output per vvorker line vvhen the 
capital labor ratio (£) is at 2 Steady 
state consumption per vvorker, c, is the 
difference betvveen output per vvorker 
and the investment per vvorker. In the 
figure, the consumption per vvorker 
cç is at its maximum vvhen the capital cç 
labor ratio is ar £ç level, "The bortom 
part of the figure 8.7 shovvs the 
relationship betvveen the steady state 
capital labor ratio (£) and the steady- 
state consumption per vvorker, c. 


Consumption per vvorker, c, 


"The figure presents that increasing 
capital labor ratio, £, vvill increase 


VVithout productivity grovvth, according to 
the Solovv model, the economy reaches steady 


state. İn this steady state, the capital labor 


ratio, output and consumption per vvorker 
remain constant over time. "he totals of 
capital, output and consumption gyovv at a 
rate of the grovvth of labor force, ?. 


max Capital - labor ratio, k, 


kəəx Capital - labor ratio, k, 


Figure 8.7 The Relationship of Consumption per VVorker to the 
Capital—Labor Ratio in the Steady State 


consumption per vvorker, c, up to a point, vvrhich is the capital labor rario, £ç, in the figure. This İevel is 
called the Golden Rule capital-labor ratio because this level maximizes the steady state consumption per 
vvorker. Any increase in capital labor ratio, £, above this level vvill cause consumption per vvorker, c, to 
decline. Ifrhe capital labor ratio, 2, reaches the level of £, r then the consumption per vvorker vvill be zero 
since at this level all output per vvorker produced goes to investment, İeaving nothing to consume. 


18, 


Economic Grovvth and Development 


Determining the Capital—Labor Ratio in the Steady State 


Lets assume that the savings is proportional to current income, S$.—sY. Equating the savings to 
investmenr gives us the equation of, sY- (zr) K.. VVriring this equarion in per-vvorker terms gives us: 
sf )-0nsa)b, 

"The equation sf (£)-(z4-4) £ gives us hovv the capital—labor ratio in the steady state is measured and also 
represented in terms of graphical terms. Figure 8.8 shovvs the determination of capital—labor ratio in the 
steady state by using saving per vvorker and investment per vvorker. 


In Figure 8.8, the only 
possible steady-state capital- 
labor ratio is £” since the 
steady state equilibrium 
requires the steady state 
saving per vvorker, s/ (6), and sf (k,) 
investment per vvorker, (77.4) 

R. At this level of capital per 

vvorker, £”, the output per 

vvorker is y -/ (£”), and the ÜFd)k, 
consumption per vvorker is 
o- “a (£7—0za ai”. 

"This is the only level of 
capital labor ratio at the 
steady state because if £ 
begins at some İevel other 
than £”, it vvill move tovvard 
K”. Reasons for this are, 


Saving and Investment per vvorker 


Capital - labor ratio, k 


Figure 8.8 Determining the Capital—Labor Ratio in the Steady State 
ev For capital-labor 


ratio, £, belovv £” the saving is x the amount of investment needed to keep £ constant, so the capital 
labor ratio, £ rises. 
əv For capital-labor ratio, £ above £”, the saving is c the amount of investment needed to keep £ 
constant, so capital labor ratio, 2 falls. 
"Thus, the model implies that, vvith no productivity grovvth, the economy reaches a steady-state, vvith 
constant capital-labor ratio, output per vvorker, and consumption per vvorker. 


Also, the Solovv model concludes that the fundamental determinants of long-run İiving standards are, 


e "Ihe saving rate, 

e Population grovvth, 

e Productivity grovvth. 

"Then, vve can see the effects of changes in saving rate, population grovvth and productivity grovvth on 
the steady-state capital-labor ratio and the long-run İiving standards in the Solovv grovvth model. 


The Effect of Changes in the Saving 
Rate 


A higher saving rate means that there is a higher your turn 
capital-labor ratio, and hence there is higher output Hovv do the changes 
per vvorker, and higher consumption per vvorker as / in saving rate affect the 
illustrated in Figure 8.9, according to the Solovv model, — steady-state level of 
An increase in saving rate causes saving per vvorker curve income in the Solovv 
to shift upvvard from s) /(6) to s, f(ğland intersectvvith — model? Hovv does it 
the investment per vvorker curve, (/zrz/)£ at the point B 
novv. Ar point B, the steady-state capital labor ratio, 2, 
is higher than the initial level of . leading a higher 


output per vvorker and higher consumption per vvorker. 


affect the steady-state 
rate of grovvth? 
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"The above mentioned analysis about the effect of increase in saving rate (presenting that a higher 
saving rate leads to a higher capital-labor ratio, and hence there is higher output per vvorker, and higher 
consumption per vvorker) does not give us neat suggestions about the changes in saving. Since high saving 


means high output per vvorker, then should the policy goal be to raise the saving rate? 


Our ansvver to this question is “not necessarily”. "İhe reason for this ansvver is that the cost of higher 
saving in period t is having lovver consumption in that period. "he policy maker should not forget that 
there is a trade-off betvveen present and future consumption. 


your turn . 


Should an economic policymaker 
choose the Golden Rule level 
of capital? Should s/he choose 
a steady state vvith more or less 
capital than the capital in the 
Golden Rule steady state? 


Capital-Labor ratio 


Saving per vvorker and İnvestment per vvorker 


ki k, Capital - Labor ratio, k 


Figure 8.ç The Effect of an Increase in Saving Rate on the Steady-State 
Capital—Labor Ratio 


The Effect of Changes in the Population Grovvth 


Population grovvth andaas a result the grovvth in labor force increases the required steady state investment 
per vvorker, (zzr4))£ from (zz 42£ to (zz?) k. Figure 8.10 illustrates the effect of a higher population 
grovvth rate on the steady-state capital—labor ratio in the Solovv model, In the figure, initially the steady 
state capital labor ratio is £) , since at point A, the investment per labor, (/z,4)£ is equal to saving per 


labor, s/ (2). VVhen there is an increase 
in the grovvth rate of population, the 
investment per İabor, (zz,44)£ curve 
shifts left, the nevv curve is novv (/z2--4) 
k and intersects vvith the saving per 
vvorker curve, sf (£) at point B. Point 
B implies that the nevv steady state 
capital labor ratio is £, . 


Thus, the model implies that a 
higher population grovvth means a 
İovver steady state capital-labor ratio 
and hence, a İovver output per vvorker 
and lovver consumption per vvorker as 
Figure 8.10 demonstrates. 


Since the population grovvth 
reduces the steady state capital labor 
ratio, should the policy goal be to 
reduce population grovvth in order 
to increase the living standards of the 
society? 


Capital-Labor 
ratio decreases 


Saving per vvorker and İnvestment per vvorker 


Capital - Labor ratio, k 


Figure 8.10 The Effect of a Higher Population Grovvth Rate on the 
Steady-State Capital—Labor Ratio 
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Reducing population grovvth raises the 
consumption per vvorker according to the 
model, Hovvever, it also reduces the total output 
and consumption, affecting a nations ability to 
defend itself or influence vvorld events. Also, the 
Solovv model assumes that the proportion of the 
population of vvorking age is fixed. If the reduction 
in population grovvth changes the proportion of 
the population at the vvorking age dramatically, say 
dramatically reduces the vvorking age population, 
then the policy to reduce population grovvth 
creates problems for the social security and health 
care systems, besides reducing per capita output. 


your turn 
VVhat is the effect of 
the rate of population 


grovvth in the steady- 
state level of income 
according to the Solovv 
grovvth model? Hovv 
does it affect the steady- 
state rate of grovvth? 


The Effect of Changes in the Productivity Grovvth 


"The Solovv model concludes that the key factor in the long-run economic grovvth is the productivity 
improvement as discussed before. "The productivity improvement raises output per vvorker for a given 
level of) the capital-labor ratio 
as illustrated in Figure 8.11. 
Figure 8.11 shovvs the effect of 
an improvement in productivity 


z fik 
on output per vvorker. İnitially, Productivity —. 
lers assume that the output per Increases 
vvorker function is y-/, (2). An y -f,() 


improvement in productivity 
causes the output per vvorker 
function to shift up, and the nevv 
function is novv y-/? (2). 


Output per vvorker 


"The Productivity grovvth, in 
equilibrium, increases the capital- 
labor ratio, output per vvorker, 
and consumption per vvorker. 
"The productivity improvement 
directİy improves the amount 
of output that can be produced Capital - Labor, k 
at any capital-labor ratio. This 
means that the productivity 
grovvth increases the output 
per vvorker and the increase in 
output per vvorker increases the supply of saving, causing the long-run capital-labor ratio to rise. Figure 
8.12 depicts the effect of a productivity improvement on the steady-state capital—labor ratio. Before the 
technology grovvth, the steady state capital labor ratio is £, , since the intersection of saving per capita 
line, sf) (£) and investment per vvorker line, (z,442£ is at point A. Improvements in productivity causes 
saving per capita line, sf) (6) to shift up and become, 5/5 (£). Novv the nevr intersection point is at point 
B, resulting vvith a higher capital per labor ratio, £, . Thus, the productivity grovvth increases not only the 
output per vvorker and consumption per vvorker also it causes an increase in the supply of saving, and the 
long-run capital-labor ratio to rise. 


Figure 8.11 The Effect of an Improvement in Productivity on Output per 
VVorker 
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Saving per vvorker and Investment per vvorker 


Capital-Labor 
ratio decreases 


k) Capital - Labor ratio, k 


Figure 8.12. The Effect of a Productivity Improvement on the Steady-State Capital—Labor Ratio 
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your turn 


VVhat determines the 
steady-state rate of 
grovvth of income per 
vvorker in the Solovv 
model? 


Table 8.3 presents the summary of the 
fundamental determinants of long-run lİiving 
standards according to Solovv grovvth model, İt 
shovvs hovv long-run output, consumption, and 
capital per vvorker change in case of the changes in 
saving rate, population grovvth and productivity. 
As it can be seen from the table, the Solovv grovvth 
model implies that the rate of productivity 
improvement is the dominant factor determining 
hovv quickly living standards rise and an increase 
in the saving rate has no impact on the İong-run 
rate of economic grovvth. 


Table 8.3 The Summary of the Fundamental Determinants of Long-run Living Standards 


An increase in 


The saving rate, s 


The rate of population 
grovvth, n 


Productivity 


Causes long-run output, 


consumption, and capital per 


vvorker to 


Transmission 


Higher saving allovvs for more investment and 
a larger capital stock 


VVith higher population grovvth more output 
must be used to equip nevv vvorkers vvith 
capital, leaving less output available for 
consumption or to increase capital per vvorker 
Higher productivity directly increases output, 
by raising incomes, it also raises saving and 
the capital stock 
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ə. 
your turn 


In the steady state of 
the Solovv model, at 
vvhat rate does output 
per person and capital 
per person grovv? 


The Shortcomings of the Solovv 
Grovvth Model 


Even though the Solovv grovvth model is the 
basic framevvork for the most follovving research on 
grovvth, it has a number of important vveaknesses. 
Firstly, in the Solovv model, the long-run per capita 
grovvth rate is determined entirely by the rate of 
technological progress but the technological grovvth 
is outside the model, vvhich is exogenous. "Ihus, the 
grovvth model explains everything but the long- 
run grovvth. Secondly, the evidence shovvs that 
income per capita differentials across the countries 
are much greater than predicted by the model. 
Differences in capital per labor across countries are 
too small to account for the observed disparities 
in real incomes. "İhirdly, the model assumes that 
the marginal product of capital should be much 
higher in poor countries than in rich countries. 
"The observed tenfold differential in output per 
vvorker betvveen rich and poor countries implies a 
hundredfold difference in the marginal product of 
capital if output gaps are entirely due to variations 
in capital intensities. Such differentials in the 
rate of return to capital are simply not observed 
betvveen rich and poor countries. 


Since the model assumes that the marginal 
product of capital should be much higher in poor 
countries than in rich countries, the model predicts 
catching up the rich by the poor nations. The 
fourth shortcomings of the model is related to the 
rate of convergence, vvhich is only about half that 
vvas predicted by the model. 
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Finally, the capital accumulation alone cannot 
account for either grovvth of per capita income over 
the long-run or the enormous disparities in İiving 
standards among the nations. 


Augmented Solovv Grovvth Model 


As it stands, the Solovv grovvth model cannot 
account either grovvth of per capita income over 
the long-run or the enormous disparities in İiving 
standards among the nations. İn order to overcome 
this problem, Mankivv et al. (1992) and Mankivv 
(1995) developed the augmented Solovv model 
by adding the accumulation of human capital to 
the initial variables. Adding human capital to the 
model, the production function becomes: 

Y- K” HÜ (DQ - a - 8) (8.31) 
vvhere H is the stock of human capital and AL is 
the labor input measured in efficiency units, vvhich 
captures both the quantity and the productivity of 
labor. İt is assumed that the production function 
exhibits constant returns to scale, and since o.f5-1, 
there are diminishing returns to combined capital 
of labor and physical capital. 


In the augmented model, since there is a larger 
capital share (g 4- 8) — 2, the average product of 
3 


labor declines more slovvly as accumulation takes 
place. The reason that the average product of labor 
declines more slovvİy is because the size of the 
capital share determines the slope of the production 
function and hence the speed ofdiminishing returns. 


Augmenting the Solovv model vvith human 
capital, the economy reaches to the steady state 
much slovver and most of the international 
differences in living standards can be explained by 
differences in the rate of population grovvth and the 
accumulation of both human and physical capital. 

"The augmented Solovv model better explains 
international differences in İlving standards, but it 
cannot account for the persistence of economic grovvth. 


Endogenous Grovvth Models 

In the steady-state of the Solovv grovvth model, 
the grovvth rate of income (output) per person 
is determined solely by the exogenous rate of 
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technological improvements. Hovvever, the model 
takes the grovvth of technology as exogenous and 
explains everything but the long-run grovvth. 
Endogenous grovvth theories that are developed 
to overcome the deficiencies of the Solovv grovvth 
model mainly try to explain the sources of 
productivity grovvth and hence the grovvth rate of 
output endogenously. 


Paul Romer (1986, 1987) and Robert Lucas 
(1988) constructed models of economic grovvth 
vvhere the grovvth of income per capita depends on 
investment rather than unexplained technological 
progress as the Solovv model concludes. The term 
investment in these models refers to a broader 
concept that not only includes the physical capital 
accumulation, but also includes research and 
development (R8:D) expenditures and human 
capital formation. 


The models assume constant returns to broad 
capital accumulation. The concept of capital 
includes both the investment in knovvledge and the 
accumulation of physical capital. 


"The modified production function from Romer 
(1986) includes technology (4) as an endogenous 
input as: 

Y- F(K.L,A) (8.32) 

At the micro level, the output of an individual 
firm depends on its ovvn inputs of capital (A), 
labor (Z) and the economy-vvide knovvledge (4), as 
indicated in equation (8.32): 

Y- F(K.L,A) (8.33) 

In equation 8.33 the grovvth of knovvledge 
(technology) is assumed to depend on the grovvth 
of capital because capital accumulation fosters 
technological spillovers that raise the marginal 
productivity of capital across the economy as a 
vvhole. Therefore, any increase in aggregate £ vvill 
improve 41 and hence the productivity of all firms. 
In Romer5 (1986) endogenous grovvth model, the 
expansion of aggregate knovvledge results from 
İcarning externalities among firms. The higher the 
level of the capital stock in an economy, the more 
productive each firm vvill be due to learning by 
doing. 


In Rebelo (1991), the endogenous grovvth model 
is the AK” model shovvn in equation (8.34) belovv: 

Y- AK” HÖÜ-AK” (8.34) 
In equation (8.34), 4 is a constant, A” represents a 
broad measure of capital (K€ 7 B) and ol 4. Ş-1. The 
model implies that there are no diminishing returns 
and hence no reason for grovvth to slovvdovvn as 
capital accumulation occurs. Further, it implies that 
the countries vvith higher average savings rates, lovver 
depreciation rates and İovver capital—output ratios 
vvill grovv faster than the countries that do not have 
these conditions. The result is that the first group vvill 
grovv faster than the second group permanently and 
there vvill be divergence betvveen the tvvo groups. 


Fallovving Rebelo (1991), lets take the aggregate 
production function as, 

Y-AK (8.35) 
vrhere A is a constant, K”” represents a broad 
measure of capital (K” HP) and o 4. Ş-1. Since 


O. 4 $ is equal to 1, then there is constant returns 
inputs and hence the /4/?e.is constant. 


The human capital formation includes the 
knovvledge, skills, and training of individuals in the 
economy. “The model also assumes that the human 
capital tends to increase in the same proportion 
as physical capital, Since the concept of capital 
includes both the investment in knovvledge and 
the accumulation of physical capital, research and 
development programs are important. İncreases 
in capital and output generate increased technical 
knovvledge, vvhich offsets decline in 4/?, from 
having more capital. 


İmplications About the Saving Rate 


In the Solovv model, the saving rate does not 
affect the İong-run economic grovvth rate and 
grovvth rate of output per vvorker. The outcome 
about the effect of changes in saving rate is different 
in the endogenous grovvth models (AK 7zodiels) 

Lets assume that the saving is a constant 
fraction of output. Then the saving function can 
be expressed in AK model as: 


SzAK (8.36) 
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In a closed economy, saving is equal to 
investmentand investment expenditures include 
both the net investment - depreciation, then, 
Investment z net investment 4 depreciation, 7 


- AK : ökK. 


Setting investment equal to saving implies: 


AK 4 öÖK - sAK (8.37) 

If vve rearrange the equation (8.37) in terms 
of the grovvth of capital stock, then vve get the 
equation 8.38: 


AK ğ 
x “sA-—ö (8.38) 
Since output is proportional to capital, then 
ƏŞ BE, so 
k”y 
——sA—5 (8.39) 


The term, “T, is the grovvth rate of output. 
Y 


"The equation 8.39 implies that the grovvth rate of 
output depends on the saving rate positively and 
depreciation of capital negatively. Thus, the saving 
rate affects the long-run economic grovvth rate in 
the AK model, 


In summary, the Endogenous grovvth theory 
attempts to explain, rather than assume, the 
economy grovvth rate. İt concludes that the 
grovvth rate of the economy depends on the saving 
rate that can be affected by government policies. 


your turn ” 
Hovv doesendogenous grovvth theory explain 
persistent grovvth vvithout the assumption 
of exogenous technological progress? Flovv 
does this differ from the Solovv model? 


Osor 
Ofe) fə) gür”, 
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Fundamental Causes of Economic 
Grovvth 


"The theoretical and empirical research results 
conclude that the economies vvith high rates of 
accumulation of human and physical capital 
together vvith sustained technological progress 
grovv faster. Hovvever, this conclusion raises the 
crucial question: vvhy do some nations successfully 
achieve this outcome vvhile others fail? In order to 
understand vvhy some countries perform better 
than others vvith respect to grovvth, it is necessary 
to understand the fundamental determinants ofthe 
grovvth. Olson (1996) shovvsthathigh ratesofgrovvth 
seem to occur in a subset of poor countries rather 
than in all lovv-income countries. The persistence 
of significant differences in the level of output per 
vvorker suggests the presence of persistent barriers 
to grovvth and development for some countries. 
Obvious barriers to grovvth and development for 
some nations include macroeconomic instability, 
trade barriers, inadequate infrastructure, poor 
education, ethnic diversity, vvidespread corruption, 
political instability, disadvantageous geography 
and frequent policy reversals. 


According to Rodrik (2003) the proximate 
determinants of economic grovvth are the factors 
that determine the size and grovvth, including an 
economy endovvments of labor (Z), physical 
capital (AZ), natural resources (V,) and the 
productivity of these resources (4)). The mafor 
fundamental determinants of economic grovvth are 
the geography, integration and institutions. 


GOVERNMENT POLICIES TO 
RAISE LONG-RUN LIVING 
STANDARDS 


As presented before, the economic theory and 
empirical results imply that the determinants 
of long-run economic grovvth are the rates of 
accumulation of human and physical capital 
together vvith sustained technological progress. 
Beside these factors, also, the geography, integration 
and institutions play important role. "These 
conclusions take us to the follovving question: 
VVhat kind of government policies are necessary to 
affect a nations long-run grovvth and development 
progress? 
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Policies for Saving 


Aİl grovvth models mentioned emphasize the 
importance of saving rate in economic grovvth. 
So, there is a need for the government policies to 
improve the saving rates. The theory suggests that 
if the private market is efficiently vvorking, then the 
government should not try to change the saving 
rate by changing the policies since the saving rate 
determined by the market represents the trade- 
off betvveen the present and future consumption. 
Hovvever, if tax lavvs or myopia causelan inefficiently 
İovv level ofsaving in the economy, the government 
policy to raise the saving rate may be fustified. 


Saving rate can be increased by raising the 
real interest rate. İncrease in real interest rate 
encourages savers for saving. Hovvever, it should 
be noticed that the empirical study results shovv 
that the response of saving to changes in the real 
interest rate seems to be small, Another vvay to 
increase national saving is to increase government 
saving. This is only possible if the government 
could reduce its budget deficit or government is 
running a surplus in its budget. 


Policies to Raise the Rate of 
Productivity Grovvth 


Empirical study results suggest that there isa link 
betvveen improved infrastructure and productivity. 
İmproving infrastructure includes the construction 
of nevv highvvays, bridges, utilities, dams, airports, 
etc. Also, studies suggest that there is a strong 
connection betvveen productivity and human 
capital formation. The government can encourage 
human capital formation through educational 
policies, vvorker training and relocation programs, 
and health programs. Finally, encouraging research 
and development (R8zD) increases productivity. 
"The government can encourage (R6zD) through 
direct aid to research. 


ECONOMIC DEVELOPMENT 


Economic development is a broader concept 
than economic grovvth. Economic development 
reflects social and economic progress and requires 
economic grovvth. Economic grovvth is a vital and 
necessary condition for development, but it is 
not a sufficient condition as it cannot guarantee 
development. İn general, economic development is 


the improvements in the standard of living through 
the creation of /obs, the support of innovation 
and nevv ideas, the creation of higher vvealth, and 
the creation of an overall better quality of life. 
İmprovements in, (i) infrastructure such as roads, 
bridges, etc.: (il) education system through nevv 
schools: (ili) public safety through fire and police 
service are also the requirements of the economic 
development. İf there are improvements in average 
income of families, local unemployment rates, 
standardized testing and İiteracy results in children, 
İeisure time and changes in life expectancy, 
or hospital stays, then vve understand that the 
economic development is vvorking. 


10 
your turn 


VVhat is the difference 
betvveen the 
economic grovvth and .. 
development? 


İndicators of Economic 
Development 


"The extent to vvhich a country has developed 
may be assessed by considering a range of narrovv 
and broad indicators, including per capita income, 
İife expectancy, education, and the extent of 
poverty. The most knovvn development indicator 
is the Human Development Index (HDİI) vvhich 
vvas introduced in 1990 by the United Nations 
to provide a means of measuring economic 
development in three broad areas: per capita 
income, health and education. The introduction 
of the index vvas an explicit acceptance that 
development is a considerably broader concept 
than grovvth, and should include a range of social 
and economic factors. 


The HDİ has tuvo main features. The first 
feature of the index is the scale it uses. İt uses a scale 
to rank the nations in terms of development. "The 
scale is from 0 and 1. Zero (0) scale value indicates 
“no development” for the country and 1 implies 
“complete development”. Secondly, it develops an 
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index based on three equally vveighted components: 
(1) Longevity, measured by life expectancy at birth, 
(ii) Knovvledge, measured by adult literacy and 
number of years children are enrolled at school, 
and (ili) Standard of living, measured by real GDP 
per capita. 
" Anindex of0-0.49 refers to lovv development 
e An index of 0.5-0.69 refers to medium 
development 
e An index of 0.7-0.79 refers to high 
development 
e Above 0.8 refers to very high development. 
The HDİI allovvs us to compare the level of 
development of countries. GDP per capita alone 
does not represent the economic development 
of the country and fails to indicate other aspects 
of development such as enrolment in school and 
longevity. Hence, the HDI is a broader and more 
encompassing indicator of development than GDP. 


HDI Figures for Selected 
Countries (2015”) 


Very High Ranked Countries 


HDI - Very High (50.8) The selected countries 
include: Norvvay, Australia, Svvitzerland, Denmark, 
Netherlands, Germany, Treland, United States, 
Canada, Nevv Zealand, Singapore, Hong Kong, 
Liechtenstein, Svveden, United Kingdom, İceland, 
Russia. 


High 

HDI - High (0.7-0.79) Selected countries 
include: Belarus, Uruguay, Bulgaria, Kazakhstan, 
Cuba, Iran, Venezuela, Turkey, Mexico, Brazil, 


Azerbaifan, Ukraine, Albania, China, Colombia. 
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Medium 


HDI - Medium (0.55-0.69) Selected countries 
include: Moldova, Botsvvana, Egypt, Indonesia, 
Paraguay, South Africa, Vietnam, Bolivia, 
Kyrgyzstan, Iraq, Morocco, Namibia, İndia, 
Ghana, Kenya, Pakistan. 


Lovv 


HDİI - Lovv (0.69) Selected countries include: 
Svvaziland, Syria, Nigeria, Cameroon, Zimbabvve, 
Yemen, Haiti, Revanda, Uxganda, Sudan, 
Afghanistan, Ethiopia, Gambia, Eritrea, Chad, 
Niger. 

(“Source: The Human Development İndex 
2016, http://vvvvvv.nationsonline.org/onevvorld/ 
human, development.htm) 


VVeaknesses of the Use of HDI 


"There are a number of criticisms against the use 
of HDİ to represent the economic development, 
including: 

1. The HDİI index does not distinguish 
betvveen different rates of development 
vvithin a country such as betvveen urban 
and traditional rural commuhnities. 

2. Giving equal vveight to the three main 
components is rather arbitrary. 

3. Development is largely about freedom, but 
the index does not directly measure this. 

4. İt uses GDP per capita, but there is no 
indication of the distribution of income in 
the country. 

5. The HDİI excluudes many aspects of 
economic and social life that could be 
regarded as contributing to or constraining 
development, such as crime, corruption, 
poverty, deprivation, and negative 
externalities. 
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Defining the economic grovvth and 
explaining hovv it is measured, 


Economic grovvth is defined as the percentage increase in the value of economic activity from a period 


to another period of time. "he time period is taken generally as quarterly, semi-annually and annually 
in the calculations of the changes in economic activity. For the measurement of the value of economic 
activity, generally the gross domestic product (GD?) ofthe country is used as a proxy. So, if vve vvant to 
define the economic grovvth of a country annually, vve say that the economic grovvth is the percentage 
change in GD? of a country from a year to another year. 


In order to compute the economic grovvth for a country, firstly vve need to have nominal GD?P and 
real GDP values for series of years for that country. The calculation of real GÖ? based on the nominal 
GDP values for each year requires the use of base year prices since the real G? is the total production 
of goods and services valued at constant prices. 


Areuuuıns 


Since the economic grovvth is the percentage change in economic activity from a year to another, the 
economic grovvth is calculated as the change in GD? divided by the GD? times 100, as shovvn in equation: 


AY Yo 
2. 100 100 


Based on the equation of grovvth, the nominal and real economic gyrovvth rates are calculated. By 
comparing the nominal and real grovvth rates, vve can easily notice that the real grovvth rates are smaller 
than the nominal grovvth rates and the huge difference represents the price changes in the time period. 


Describing the sources of economic grovvth, 


"The main sources of economic grovvth is discovered by benefiting from the production function vvhich 
is expressed in equation belovv, 


Y-AF(K.L) 
VVriting this function into the grovvth rate form gives us the grovvth accounting equation, 


— - — an (44 K — er G7 T -- 

Y A K L 
İn equation, the ok and oz, represent the elasticities of output vvith respect to the capital and labor. 
From the grovvth accounting, the interpretation of this equation is: an increase of 1006 in total factor 
productivity, A, raises output by 1000. An increase of 1090 in capital stock, K raises output by Gk 
times 1006, and a rise of 1002 in labor, Z, raises output by €, times 1006. "he grovvth accounting 
equation above shovvs that the main sources of economic grovvth are the productivity grovvth, capital 
input grovvth, and labor input grovvth. 


Economic Grovvth and Development 


Explaining and shovving the differences 
of the models of economic grovvth, 


"There are three types of grovvth models that are analyzed in this chapter: the Harrod-Domar grovvth 
model, the Solovv grovvth model and its extension of the Augmented Solovv grovvth model and the 
Endogenous grovvth model, 


The Harrod-Domar model is a simple model that relates an economy grovvth rate to its capital stock 
and it emphasizes hovv positive changes in investment spending causes an increase in an economy/s 


productive capacity. "The Harrod-Domar grovvth equation is vvritten as, £ — 6 1he Harrod-Domar 


U 
grovvth rate equation states that the grovvth rate g of G?? is iointly determined by the savings ratio (s), 


the capital—output ratio (z) and the depreciation rate of capital stock, The implication and suggestion 
of this model about the long-run economic grovvth and development is simply to increase resources 


5 
av) 
E 
E 
- 
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devoted to investment. 


The Solovv grovvth model implies that, vvith no productivity grovvth, the economy reaches a steady 
state, vvith constant capital-labor ratio, output per vvorker, and consumption per vvorker and the 
fundamental determinants of long-run İiving standards are the saving rate, population grovvth and 
productivity grovvth. The model also implies that the rate of productivity improvement is the dominant 
factor determining hovv quickly living standards rise and that an increase in the saving rate has no 
impact on the long-run rate of economic grovvth. 


"The Solovv grovvth model cannot account either grovvth of per capita income over the İong-run or the 
enormous disparities in living standards among the nations. Mankivv et al. (1992) developed the augmented 
the Solovv model by adding the accumulation of human capital to the initial variables to overcome the 
deficiencies of the Solovv model, Adding human capital to the model, the production function becomes: 


Y-K eH B(AD)To-8 


vvhere Z/ is the stock of human capital and AZ is the labor input measured in efficiency units, vvhich 
captures both the quantity and the productivity of labor. Augmenting the Solovv model vvith human 
capital, the economy reaches to the steady state much slovver and most of the international differences in 
İiving standards can be explained by differences in the rate of population grovvth and the accumulation 
of both human and physical capital. The augmented Solovv model better explains the international 
differences in İiving standards, but it cannot account for the persistence of economic grovvth. 


Endogenous grovvth theories are developed to explain the sources of productivity grovvth and the 
grovvth rate of output endogenously. In these models, economic grovvth and the grovvth of income 
per capita depends on broad investment rather than unexplained technological progress as the Solovv 
model concludes. The term investment refers to a broader concept that not only includes the physical 
capital accumulation, but also includes research and development (8:2) expenditures and human 
capital formation. 

"The models assume constant returns to broad capital accumulation. The concept of capital includes 
both the investment in knovvledge and the accumulation of physical capital. 


In Rebelo (1991), the endogenous grovvth model is the AK” model shovvn in equation belovv: 
Y-AK€ H"-AK” 


Here 4 is a constant, K” represents a broad measure of capital (K “7 5), and c.5-1. The model 
implies that there are no diminishing returns and hence no reason for grovvth to slovv dovvn as capital 
accumulation occurs. Further, it implies that the countries vvith higher average savings rates, lovver 
depreciation rates and İovver capital—output ratios vvill grovv faster than the countries that do not have 
these conditions. 
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Explaining and shovving the differences of 
the models of economic grovvth, 


In the Solovv model, the saving rate does not affect the long-run economic grovvth rate and grovvth 
rate of output per vvorker. The outcome about the effect of changes in saving rate is different in the 
endogenous grovvth models (4£ ?zodeis) 


The term, AY, is the grovvth rate of output. The equation implies that the grovvth rate of output 


depends on .. saving rate positively and depreciation of capital negatively. Thus, the saving rate affects 
the long-run economic grovvth rate in the AK model, "The theory attempts to explain, rather than 
assume, the economys grovvth rate. İt concludes that the grovvth rate of the economy depends on the 
saving rate that can be affected by government policies. 


Explaining the suqgested government policies to raise long-run 
living standards 


"The determinants of long-run economic grovvth are the rates of accumulation of human and physical 
capital together vvith sustained technological progress. VVhat kind of government policies are necessary 
to affect a nation long-run grovvth and development progress? The theory suggests that there is a need 
to improve saving rates and productivity grovvth by using government policies. 


If the private market is efficiently vvorking, then the government should not try to change the saving 
rate by changing the policies since the saving rate is determined by the market. Hovvever, if there exists 
an inefficiently lovv level of saving in the economy, the government policy to raise the saving rate 
may be fustified. Saving rate can be increased by raising the real interest rate. Another vvay to increase 
national saving is to increase government saving. This is only possible if the government could reduce 
its budget deficit or if it is running a surplus in its budget. 


"There is a link betvveen improved infrastructure and productivity. İmproving infrastructure includes 
the construction of nevv highvvays, bridges, utilities, dams, airports, etc. Also, there is a strong 
connection betvveen productivity and human capital formation. The government can encourage 
human capital formation through educational policies, vvorker training and relocation programs, and 
health programs. Finally, encouraging research and development (A8z2) increases productivity. The 
government can encourage (A8z2) through direct aid to research. 


Defining economic development and 
differentiating it from the economic grovvth. 


Economic development is a broader concept than economic grovvth. Economic grovvth is the percentage 
change in GD? of a country from a year to another year. Hovvever, economic development reflects 
social and economic progyess and requires economic grovvth. Economic grovvth is a vital and necessary 
condition for development, but it is not a sufficient condition as it cannot guarantee development. 
Economic development, besides economic grovvth, includes the improvements in the standard of 
İiving through the creation of fobs, the support of innovation and nevv ideas, the creation of higher 
vvealth, and the creation of an overall better quality of life. 
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Test Yourself 


202 


For a country, the values of real GDP in 2015 
and 2016 are 500 and 510 dollars respectively and 
the grovvth rate of population is 206 during the 
period. VVhat is the grovvth rate of GDP per capita 
from 2015 to 20162 


a. İt is 200 
b. It is 190 
c. 0 (zero) 96 
d. It is -106 
e. İt is -206 


If the grovvth accounting equation is given 


2550 then the 
Y K L 


like, 
A 
elasticity of output vvith respect to capital, 
a. is equal to the marginal product of capital, 
b. is the percentage increase in output resulting 
from a 106 increase in the capital stock. 
. is alvvays greater than one. 
. is alvvays equal to one. 
. is the inverse of the elasticity of output vvith 
respect to labor. 


E Lets say a country3 annual average per capita 
income grovvth rate is x - 0,5 per cent. Hovv long 
does it take (in years) for the living standards of the 
people in this country to be doubled? 


a, 14 years 

b. 50 years 

Cc. 70 years 

d. 140 years 

e. Never, it vvill not be doubled 


m. 


"The long-run per capita grovvth rate is 
determined by the outside of the model 


H- "The long-run per capita grovvth rate is 
determined by the model 


HL The rate of convergence, vvhich is only 


about half that predicted by the model. 


TV- The marginal product of capital should 
be much higher in poor countries than 
in rich countries. 


From the above mentioned statements vvhich 


one or more describes the vveakness of the Solovv 
Grovvth Model? 


. Land 11 
. ILand II 


. land IV 


g 
b 
c. Ill and IV 
d 
e. 1, Ill and IV 


E Er “İhe saving rate 
H- Productivity grovvth 
HL Capital-labor ratio 
TV- Population grovvth 


VVhich terms refer to the fundamental determinants 
of long-run living standards in the Solovv model? 
a. Land II 

b. Iland II 

c. III and IV 

d. L Iland İV 

e. 1, III and IV 
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iki VVhich of the follovving statement explains 
vveakness of the use of Human Development Index 
(HDD? 


a. The HDI distinguishes betvveen different rates 
of development vvithin a country. 

. The HDİI doesnf give equal vveight to the three 
main components. 

. The HDİ does notdirectly measure development 
vvhich is largely about freedom. 

. The HDİI uses GDP per capita vvhich is an 
indicator of the distribution of income in the 
country. 

. The HDİI doesnt exclude many aspects of 
economic and social İife that could be regarded 
as contributing to or constraining development, 
such as crime, corruption, poverty, deprivation, 
and negative externalities. 


iz According to the Solovv grovvth model, in the 
absence of productivity grovvth, in a steady-state 
economy, 


a. Output per vvorker and the capital-labor ratio 

remain constant over time. 

. Output per vvorker remains constant over time, 
but the capital-labor ratio grovvs over time. 

. Output per vvorker grovvs over time, but the 
capital-labor ratio remains constant over time. 

. Output per vvorker and the capital-labor ratio 
both grovv over time. 

. Output per vvorker and the capital-labor ratio 
both fall over time. 


E "The Golden Rule capital-labor ratio is the 
level that, in the steady state, 


a. Maximizes output per labor. 
b. Maximizes investment per İabor. 


c. Maximizes saving per labor. 


d. Maximizes consumption per labor. 
e. Maximizes capital per labor. 


nı In Harrod-Domar grovvth model, the grovvth 
rate of economy depends on? 


. Saving rate and the MPL 

. Saving rate and the productivity of investment 

. Aggregate demand and saving rate 

. Productivity of investment and the depreciation 
rate 

. Saving rate, the productivity of investment and 
population grovvth. 


VVhat is the assumption of the Endogenous 
grovvth theories about the returns to broad capital 
accumulation? 


a. The models assume increasing returns to broad 
capital accumulation 
b. The models assume decreasing returns to broad 
capital accumulation 
. The models assume constant returns to broad 
capital accumulation 
. İhe models assume increasing returns in SR but 
decreasing returns in the LR to broad capital 
accumulation 
. The models assume decreasing returns in SR 
but increasing returns in the LR to broad capital 
accumulation 


HƏSunO, 1SƏL 
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If your ansvver is incorrect, revievv 
“Definition and Measurement of Economic 
Grovvth” 


If your ansvver is incorrect, revievv 
“Definition and Measurement of Economic 
Grovvth” 


If your ansvver is incorrect, revievv 
“Definition and Measurement of Economic 


If your ansvver is incorrect, revievv 
“Economic Development” 


If your ansvver is incorrect, revievv “Sources 
of Economic Grovvth and the Grovth 
Models” 


If your ansvver is incorrect, revievv “Sources 
of Economic Grovvth and the Grovth 


Models” 


Grovvth” 


If your ansvver is incorrect, revievv “Sources 
of Economic Grovvth and the Grovth 
Models” 


If your ansvver is incorrect, revievv “Sources 
of Economic Grovvth and the Grovth 
Models” 


If your ansvver is incorrect, revievv “Sources 
of Economic Grovvth and the Grovth 
Models” 


If your ansvver is incorrect, revievv “Sources 
of Economic Grovvth and the Grovth 
Models” 


Ansvver Key for “Test Yourself” 


VVhat are the properties ofthe short-run production function? ə 
VVhat do they impiy about the slope of the function? 


"The production function has tvvo main properties: 


1) The production function is positively sloped. İt indicates that, vvith given A 
and L, the more the capital input is used, the more output is produced. 


2) The slope of production function becomes flatter as capital or labor input 
rises. This property says that as the capital or labor input increases by the 
same amount, the contribution of incremental capital input to total output 
decreases compared previous ones. Thus, the capital input is sub/ect to the İavv 


your turn 1 of diminishing marginal product of capital. 


"The slope of the production function is eqzız/ zo £)e marginal productivity of 
capital, MPy x mə Ifvve relate the slope vvith the properties of production 


function, then vve can say: Since the production function is positively sloped, 
then //?kiis alvvays positive. Also, due to second property of the function, the 
capital input is subiect to the layv of diminishing marginal productivity since 
MPydeclines as K rises. 


Suggested Ansvver for “Your Turn” 


“üm, 


uz 


ee ii 
—.. 


alasan 


According to grovvth accounting, list the main 


sources of economic grovvth. qir 


"The grovvth accounting shovvs that the main sources of economic grovvth are the 
8 il 8 
productivity grovvth, capital input grovvth, and labor input grovvth. 


your turn x 
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your turn 3 


İs there any difference betvveen the properties of production 
function and intensive form per capita production function? 


"The short ansvver to question is no. The aggregate production function and 
intensive form per capita production function have the same properties that 
satisfy three conditions. First, for all values of £ 5 0 and £ x 0, FC) exhibits 
positive but diminishing marginal returns vvith respect to both capital and 

F ö?F 


labor, that is, ə 5 , 


öF ö?F 
. £r0:-077 


ız 
"This means, 

e "Tİhey are both positively sloped, 

e Each one is sub/ect to the lavv of diminishing returns to input. 
Also, both production functions exhibit constant returns to scale such that 
F(AK, AL)- AY, that is, raising inputs by A vvill also increase aggregate output 
by A, Letting A — 2 yields z -. (5). "his assumption allovvs us to vvrite dovvn 


an intensive form as, vvhere y - output per vvorker i and £-capital per uvorker 


yefiə 


vvhere f”(2)50, and £ "(2)c0 for all £. 


Hovv do the changes in saving rate affectthe steady-state level of 
income in the Solovv model? Hovv does it affect the steady-state 
rate of grovvth? do they impliy about the slope of the function? 


your turn 4. 


"The Solovv grovvth model shovvs that in the long-run, an economy rate of 
saving determines the size of its capital stock and thus its level of production. 
"The higher the rate ofsaving, the higher the stock of capital and the higher the 
level ofoutput. In the Solovv model, an increase in the rate of saving has a level 
effect on income per person: it causes a period of rapid grovvth, but eventually 
that grovvth slovvs as the nevv steady state is reached. "Ihus, although a high 
saving rate yields a high steady-state level of output, saving by itself cannot 
generate persistent economic grovvth. 


Should an economic policymaker choose the Golden Rule 


level of capital? Should s/he choose a steady state vvith more .-—x— m f.-.n 


or less capital than the capital in the Golden Rule steady state? 


your turn 5 


"The level of capital that maximizes steady-state consumption is called the 
Golden Rule level, If an economy has more capital than in the Golden Rule 
steady state, then reducing saving vvill increase consumption at all points in 
time. By contrast, if the economy has less capital than in the Golden Rule 
steady state, then reaching the Golden Rule requires increased investment and 
thus lovver consumption for current generations. 


“URL no, , 40) GƏMSUV pəlsəbƏns 
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VVhat is the effect of the rate of population grovvth in the 
steady-state level of income according to the Solovv grovvth 
model? Hovv does it affect the steady-state rate of grovvth? 


. your turn 6 According to the Solovv model, the higher the rate of population grovvth, the 
İovver the steady-state İevels of capital per vvorker and output per vvorker, 


VVhat determines the steady-state rate of grovvth 
Of income per vvorker in the Solovv model? 


4 your turn 7 In the steady state of the Solovv grovvth model, the grovvth rate of income per 
person is determined solely by the exogenous rate of technological progress. 


İn the steady state of the Solovv model, at vvhat rate 
does output per person and capital per person grovv? 


Suggested Ansvver for “Your Turn” 


In the Solovv model vvith population grovvth and technological progress, 
the Golden Rule (consumption-maximizing) steady state is characterized 
by equality betvveen the net marginal product of capital and the steady-state 
grovvth rate of total income. "he output per person and capital per person 
grovv at a rate is equal to the grovvth rate of labor force, /zeg. 


.. your turn 8 


Hovv does endogenous grovvth theory explain persistent 
grovvth vvithout the assumption of exogenous technological 
progress? Hovv does this differ from the Solovv model? 


Modern theories of endogenous grovvth attempt to explain the rate of 
technological progress, vvhich the Solovv model takes as exogenous. These 
models try to explain the decisions that determine the creation of knovvledge 
through research and development. 


ğı your turn 9 


VVhat is the difference betvveen the economic 
grovvth and development? 


Economic developmentisa broader concept than economic grovvth. Economic 
—. your turn 1o development reflects social and economic progress and requires economic 


grovvth. Economic grovvth is a vital and necessary condition for development, 
but it is not a sufficient condition as it cannot guarantee development. 
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